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UNITED STATES-JAPAN TRADE RELATIONS

WEDNESDAY, JULY 15, 1998

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON TRADE,
Washington, DC.
The Subcommittee met, pursuant to notice, at 2:30 p.m., in room
1100, Longworth House Office Building, Hon. Philip M. Crane
(Chairman of the Subcommittee) presiding.
[The advisories announcing the hearing follow:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON TRADE

FOR IMMEDIATE RELEASE CONTACT: (202)225-1721
July 6, 1998
No. TR-28

Crane Announces Hearing on
United States-Japan Trade Relations

Congressman Philip M. Crane (R-IL), Chairman, Subcommittee on Trade of the
Committee on Ways and Means, today announced that the Subcommittee will hold a hearing on
United States-Japan trade relations. The hearing will take place on Wednesday, July 15,
1998, in the main Committee hearing room, 1100 Longworth House Office Building,
beginning at 1:30 p.m.

Oral testimony at this hearing will be from both invited and public witnesses. Invited
witnesses include the Honorable Richard Fisher, Deputy United States Trade Representative.
Also, any individual or organization not scheduled for an oral appearance may submit a written
statement for consideration by the Committee or for inclusion in the printed record of the
hearing.

BACKGROUND:

Buying almost $66 billion in U.S. products annually, Japan ranks second only to Canada
as the largest market for U.S. goods and services. However, the persistent bilateral trade deficit
with Japan (356 billion in 1997), although attributed in large measure to macro-economic
imbalances between the two countries, continues to focus attention on achieving steady
improvements in market access for U.S. goods and services.

In 1993, the United States concluded the Framework for a New Economic Partnership
with Japan. This umbrella agreement identified macro-economic goals and outlined areas for
sector specific and structural negotiations. The Administration has negotiated 19 agreements
under the Framework in key sectors such as automobiles and auto parts, financial services, and
investment. In 1997, the United States concluded nine new agreements with Japan, the most
comprehensive of which was the Enhanced Initiative on Deregulation and Competition Policy,
announced by President Clinton and Prime Minister Hashimoto in June. The World Trade
Organization (WTO) and Asia Pacific Economic Cooperation Group (APEC) also offer
significant opportunities for the United States to work cooperatively with other countries to break
down trade barriers to U.S. exports in the Japanese market.

The recent financial crisis facing Asian economies, including the sharp economic
downturn in Japan, has highlighted the fact that recovery of the Japanese economy, which
accounts for almost three fourth’s of the total Gross Domestic Product of East Asia, is key to
pulling the entire region out of recession. Observers have noted that economic events in Asia
may slow the growth of the U.S. economy. As a result, the Administration has urged J apan to
accelerate efforts to undertake broad structural reforms such as deregulation of its economy,
fundamental reform of the banking system, improving transparency, and opening its distribution
system to eliminate exclusionary and discriminatory business practices.

FOCUS OF THE HEARING:

The focus of the hearing will be to review overall U.S. trade policy toward Japan and to
evaluate the effectiveness of the various sectoral agreements, as well as other trade initiatives in
APEC and the WTO, in increasing U.S. market access in Japan. The hearing will address the
current bilateral trade agenda, including the outcome of WTO dispute settlement cases involving
Japan, the effects of the Asian financial crisis and the economic downturn in J apan on bilateral
trade relations, and prospects for necessary systemic reforms and economic recovery in Japan.

(MORE)
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DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD:

Requests to be heard at the hearing must be made by telephone to Traci Altman or
Bradley Schreiber at (202) 225-1721 no later than the close of business, Thursday, July 9, 1998.
The telephone request should be followed by a formal written request to A L. Singleton, Chief of
Staff, Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth House
Office Building, Washington, D.C. 20515. The staff of the Subcommittee on Trade will notify
by telephone those scheduled to appear as soon as possible after the filing deadline. Any
questions concerning a scheduled appearance should be directed to the Subcommittee on Trade
staff at (202) 225-6649.

In view of the limited time available to hear witnesses, the Subcommittee may not be
able to accommodate all requests to be heard. Those persons and organizations not scheduled
for an oral appearance are encouraged to submit written statements for the record of the hearing.
All persons requesting to be heard, whether they are scheduled for oral testimony or not, will be
notified as soon as possible after the filing deadline.

Witnesses scheduled to present oral testimony are required to summarize briefly their
written statements in no more than five minutes. THE FIVE-MINUTE RULE WILL BE
STRICTLY ENFORCED. The full written statement of each witness will be included in
the printed record, in accordance with House Rules.

In order to assure the most productive use of the limited amount of time available to
question witnesses, all witnesses scheduled to appear before the Subcommittee are required to
submit 200 copies, along with an IBM compatible 3.5-inch disketie in WordPerfect 3.1 format, of
their prepared statement for review by Members prior to the hearing. Testimony should arrive
at the Subcommittee on Trade office, room 1104 Longworth House Office Building, no
later than close of business Monday, July 13, 1998. Failure to do so may result in the witness
being denied the opportunity to testify in person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE:

Any person or organization wishing to submit a written statement for the prinied record
of the hearing should submit six (6) single-spaced copies of their statement, along with an IBM
compatible 3.5-inch diskette in WordPerfect 5.1 format, with their name, address, and hearing
date noted on a label, by the close of business, Wednesday, July 29, 1998, to A.L. Singleton,
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth
House Office Building, Washington, D.C. 20515. If those filing written statements wish to have
their statements distributed to the press and interested public at the hearing, they may deliver
200 additional copies for this purpose to the Subcommittee on Trade office, room
1104 Longworth House Office Building, at least one hour before the hearing begins.

FORMATTING REQUIREM

Each statement presented for printing to the Committce by a witness, any written statement or exhibit submitted for the printed record or
any written comments in response to a request for written comments must conform 1o the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee filcs for review and use by the Committee.

1 All statements and any accompanying exhibits for printing must be submitted on an IBM compatible 3.5-inch diskette in
WordPerfect 5.1 format, typed in single space and may not exceed a total of 10 pages including attachments. Witnesses are advised that the
Comamittee will rely on electronic submissions for printing the official hearing record.

2 Copies of wholc documents submitted as exhibit material will not be accepted for printing, Instead, exhibit material should be
referenced and quoted or paraphrased. All exhibit material not mecting these specifications will be maintamed in the Committee files for
review and use by the Commitee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a public hearing, or submitting written
comments in response to a published request for comments by the Committee, must include on his statement or submission a list of all clients,
persons, or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, company, address, telephone and fax numbers where
the witness or the designated representative may be reached. This supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing. and exhibits or
material submitted solely for distribution to the Members, the press, and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World Wide Web at
“http://www.house.gov/ways_means/”.
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The Committee seeks to make its facilities
accessible to persons with disabilities. If you are in
need of special accommodations, please call
202-225-1721 or 202-226-3411 TTD/TTY in
advance of the event (four business days notice is
requested). Questions with regard to special
accommodation needs in general (including
availability of Committee materials in alternative
formats) may be directed to the Committee as noted
above.
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***NOTICE — CHANGE IN TIME***

ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON TRADE

FOR IMMEDIATE RELEASE
Tuly 14,1998
No. TR-28-Revised

CONTACT: (202)225-6649

Time Change for Subcommittee Hearing on
Wednesday, July 15, 1998,
on United States-Japan Trade Relations

Congressman Philip M. Crane (R-IL), Chairman of the Subcommittee on Trade,
Committes on Ways and Means, today announced that the Subcommittee hearing on
United States-Japan Trade Relations, previously scheduled for Wednesday, July 15, 1998, at

1:30 p.m., in the main Committee hearing room, 1100 Longworth House Office Building, will
be held instead at 2:30 p.m.,

All other details for the hearing remain the same. (See Subcommittee press release
No. TR-28, dated July 6, 1998.)
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Chairman CRANE. Please take seats. We're running just a little
bit late, and we’re going to be interrupted by votes over the course
of the afternoon. And so, I would like to welcome you all to our
hearing of the Ways and Means Trade Subcommittee to consider
the U.S. trade agenda with Japan in the context of the broad range
of measures that Japan must take to address the difficult and pain-
ful economic situation it faces.

Sunday’s stunning defeat of the ruling LDP Party, resulting in
the resignation of Prime Minister Hashimoto, and the cancellation
of next week’s state visit has thrust Japan into a period of political
transition. Japan must now focus on identifying new leadership ca-
pable of navigating a more credible record to economic recovery.

Because Japan is our largest trading partner, and perhaps most
important ally in Asia, accounting for over two-thirds of the re-
gion’s GDP, the stakes are high not only for the Japanese people,
but also for the United States and the rest of the world. At this
time of uncertainty, it is critically important that the USTR’s trade
agenda with Japan, including broad structural reforms such as de-
regulation of its economy, fundamental reform of the banking sys-
tem, improved transparency, and the opening of its distribution
system to eliminate exclusionary business practices remain steady
and undeterred.

I firmly believe that successful implementation of these same
measures will contribute substantially to moving Japan in the di-
rection of economic health and long-term growth. The danger of in-
action in terms of Japan’s participation in multi-lateral organiza-
tions such as the WTO and APEC and in Japan’s implementation
of existing trade agreements remains a real threat to the welfare
of the Japanese people and to U.S. economic and security interests
in the region.

I want to warmly welcome our colleagues, Sandy Levin and Doug
Bereuter, both long-time observers of Japan. Their comments
should help us put the recent history of Japan’s economic ups and
downs, ranging from the booming 1980’s to the stagnant reces-
sionary lost decade of the 1990’s into better perspective. And I also
want to recognize, too, the testimony we will receive in this first
panel from our distinguished colleague, Lindsey Graham, from
South Carolina.

I might mention that Members will want to turn their attention
to Doug’s resolution H. Res. 392, which has been sequentially re-
ferred to the Ways and Means Committee until July 17. Sandy and
Amo also have a bill, I know, they will want to discuss. We will
then hear from a strong panel of academics that will discuss the
economy and bilateral relationship more generally and a panel of
witnesses from the private sector.

Earlier this afternoon, the subcommittee held an executive ses-
sion with Deputy USTR, Richard Fisher, and we had a good discus-
sion about the U.S. trade agenda with Japan.

I now would like to yield to our distinguished ranking Minority
Member, Mr. Matsui.

Mr. MATSUL Thank you very much, Mr. Chairman. I'm going to
submit my statement for the record. I appreciate your holding this
hearing today.

Thank you.
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[The opening statement was not available at the time of print-
ing.]

Chairman CRANE. Thank you.

And now if our witnesses will please sit down at the dais there.
I think it’s Sandy in the first one. Right. Okay, we’ve got Doug in
his seat. And, Lindsey, you’re at the far end here.

And we'll proceed in order with—oh, wait. No, no. You guys got
turned around. No, that’s okay. He can change. I mean, we want
to make sure everyone addresses you properly. Because the people
here on the panel may not recognize you offhand.

All kidding aside, let’s get on to serious business, and we’ll pro-
ceed first with Sandy Levin. And, guys, as I've mentioned before
try and keep your oral testimony to 5 minutes or less. All written
submissions will be made a part of the permanent record.

Sandy.

STATEMENT OF HON. SANDER M. LEVIN, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF MICHIGAN

Mr. LEVIN. Thank you, Mr. Chairman.

As you mentioned in your opening statement that I think very
well describes the issue, much has changed since you originally
scheduled this hearing. As you mentioned, Doug Bereuter and Mr.
Houghton and I have presented resolutions that were an effort to
keep the spotlight on the problem areas within trade matters with
Japan. The election has occurred. Japan is in transition, and, as a
result, I think, we need to be careful and perhaps brief about what
we say.

Let me just say a few words. At some point, it was clear, I think,
that the Japanese policy seemed more than not a win-lose propo-
sition—a win proposition for the Japanese, and a lose proposition
for those who were excluded from their market. But in recent
years, I think it’s been increasingly clear that more than not their
policies have been a lose-lose proposition, losing for them and los-
ing for everybody else.

Until now—and this subcommittee has been so much a part of
this—there have been so many efforts by the United States to try
to pry open the Japanese market to help them deregulate. And
we've tried virtually everything: 301—changing it. Super 301. All
kinds of agreements.

Now, with the election, the Japanese appear to be at another
crossroads. And I just want to say, I think we should do everything
that we can, though we have to realize the limitations to try to
help Japan decide on its own the correct options. There was an ar-
ticle today in the Washington Post which talked about the pres-
ently prevailing parties split on whether they should fix their econ-
omy or ensure their reelection. I think it’s important for the world
that they fix their economy. And there are several legs to that:
bank restructuring, the whole issue of the weakness of their cur-
rency, and trade deregulation. And we’re here today, and our reso-
lutions addressed it, to express the strong belief that trade deregu-
lation has to be part of the reform of the Japanese economy. The
argument may be that theyre in a weakened position, but actually
with the weakness of the yen, this is a more opportune time for the
Japanese to deregulate over a reasonable time on a broad basis.
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Enough said. I'm not going to go, Mr. Chairman, members, into
specific areas like automotive or flat glass or whatever it is. You
have, as mentioned, two resolutions before you. I don’t think it’s
clear when would be an opportune time to bring these up on the
floor—whether they should be combined. There’s no pride of au-
thorship here. But I do think at an opportune and appropriate mo-
ment the Congress, the House should once again consider this
whole issue of trade policy with Japan—the essential need for them
to deregulate, to open up their markets, to terminate their exclu-
sionary policies. It will be much better for the Japanese consumer,
who can then participate in the renovation or the rejuvenation of
the Japanese economy. And it will surely be better for the business
people and the workers, as well as, in the end, the consumers of
America.

Thank you very much.

[The prepared statement follows:]
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Testimony of the Hon. Sander Levin

On United States-Japan Trade Relations

Before the House Ways and Means Trade Subcommittee

July 15, 1998

Thank you, Mr. Chairman, for giving me the opportunity to express my views on
United States-Japan trade relations at this critical moment.

Few areas have been as besieged by rigid theories or by the pitfalls of an either/or
framework as trade policy.

The issue has been cast as a choice between free trade and protectionism, or between
unilateralism and multilateralism, while our persistent trade imbalance is described by
economists as either irrelevant or fateful.

As our trade imbalance with Japan grew in the 1970s and 1980s, the dominant voice
was that of complacency. Suggestions to act vigorously were usually dismissed as
protectionism. There were some efforts, MOSS and then SII — and I participated quite
actively in both — but they were handicapped either by rigid opposition or ambivalent
execution.

Nevertheless, in 1988, several of us sought to legislate a more vigorous trade policy
by enacting Super 301 and by adding language to regular 301 that attacked a growing and
pernicious form of trade barrier — foreign government toleration of anticompetitive
practices.

And in the last few years, under the leadership of the Clinton Administration, there
has been an effort to work the ground that lies between the extremes of unreciprocal free
trade and rigid protectionism.

These efforts look at bottom-line results. They aim to open foreign markets, not
build walls around our markets. They start with the proposition that "free" trade isn't truly
free if one side is rigged. And they recognize that trade imbalances can undermine particular
sectors important to the American economy.

This results-oriented approach has been applied to a number of sectors involving a
number of nations. Special attention has been given to the country with which we have had
the largest deficit: Japan. And particular importance was placed on the largest single
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component of that bilateral deficit: autos and auto parts, which consistently have accounted
for a whopping two-thirds of our bilateral trade deficit with Japan. Auto parts alone have
made up 20 percent of the deficit. Other targeted sectors include glass, semiconductors,
film, air cargo, telecommunications, medical equipment and insurance.

For a time, this results-oriented approach helped bring some progress on the overall
bilateral trade deficit with Japan. In 1995, the bilateral trade deficit declined by more than
10%, the first year-to-year decline since 1990. Foreign vehicle sales in Japan were up 30%
overall in 1995, including a 30% increase for U.S.-built Big 3 vehicles and an overall 46%
increase for Big 3 vehicles produced worldwide. Foreign auto parts sales in Japan were up
13.5% January-November 1995 over the previous year, while Japanese transplant facilities
in the U.S. reportedly used more domestic parts. And important progress was made in
deregulating the aftermarket for auto parts.

As a consequence of this results-oriented approach, eager Japanese consumers for the
first time were beginning to have some real, though still very limited, opportunities to buy
American cars and other American goods and services. And many U.S. companies for the
first time were reaching levels of production that justified the huge investments needed to
target the Japanese market.

These positive trends continued in 1996, but then were reversed abruptly in 1997 and
1998 with the collapse of the yen and the onset of the present economic crisis throughout
Asia.

The current situation shows how multi-faceted trade issues really are and how they
resist the false dichotomy of “protectionism versus free trade.” For example, the efforts in
Congress to actively press Japan and other nations to open markets to U.S.-made goods —
once derided as protectionism — are now being aggressively pursued by the IMF, Treasury
and other staid agencies. At the same time, it’s apparent that market forces themselves —
rather than just inter-governmental action — are forcing Japan and its imitators to open their
markets. Though it took longer than many hoped, with unnecessary loss of whole industries
in the United States, and though we are only just beginning to see the changes that are
needed to resolve permanently the present crisis, the weaknesses in Japan’s wholesale
attempt to manipulate markets have been exposed.

One lesson we can take from the current situation is that, while market forces in the
very long term help discipline countries that try to rig their markets, we can save everyone a
lot of pain and agony by insisting on market opening and other market-based policies in the
near and middle term.

With that in mind, I join with the many policymakers and pundits who for many
months now have been calling on Japan to take action on its own to shore up its banking

system, stimulate its economy, and implement regulatory reform. But I would urge that

2.
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while these steps are necessary, they are not sufficient. More can and must be done,
particularly by the U.S., to insist on and, where possible, stimulate change. This weekend’s
electoral setback for Japan’s ruling party is no excuse for complacency.

When new leadership is chosen in Japan, it will be appropriate, indeed most likely
indispensable, that we insist on market access, one of the cornerstones upon which any
economic recovery must be built. To those who suggest that Japan and other economies are
too fragile at this moment to abide competition from without, I say there is no better time to
open the markets because the weak currencies of the region provide natural protection from
import surges. Then, as their economies and currencies rebound, we will all grow together.
This may also be a propitious time to secure the more active support of Europe in favor of
opening Japan’s market, because Europe’s quota on Japanese automotive sales is set to
expire in the near future, opening Europe up to the kinds of destructive trade imbalances
we’ve had for years.

Specific steps that can be taken to ensure market access include:

- Continue to insist that it is not acceptable for Japan to export its way out of
the current crisis, and take action if Japan attempts to do so;

- Extend Super 301, cither legislatively or by executive order, as requested in
the May 5, 1998 letter | and other Members of Congress sent to the President.
Super 301 has proven to be one of the most potent market-opening tools, and
we should continue to have it available and to use it;

- Identify ways to strengthen regular Section 301, such as by expanding the
remedies to include WTO-legal civil fines, which were used effectively by
the Federal Maritime Commission last year to force Japan to open up its
ports;

- Vigorously enforce existing bilateral trade agrecments and commitments,
such as those covering flat glass, autos and auto parts, film, insurance and
telecommunications;

- Fully fund the IMF;
- Reward countries that undertake the market-opening and other market-based
solutions that the U.S. supports. Korean President Kim Dae Jung in

particular seems committed to bold action and should be supported if he is
able to follow through; and

-3-
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- Pass a resolution calling upon Japan to meet its commitments to remove
market access barriers in the film, auto and auto parts, glass,
telecommunications and other sectors and on the President to exercise fully
existing authority to achieve these objectives. Either the Houghton-Levin
resolution {H. Con. Res, 233), or the Bereuter-Berman resolution (H. Res.
392), or some combination thereof may be appropriate.

As President Kennedy once noted, every crisis has two aspects: one posing a threat,
the other presenting an opportunity. The strength of the U.S. economy has so far insulated
us from the worst impacts of the present crisis, but it must not blind us to the profound
nature of the threat. And we must not miss this incredible opportunity to leave our imprint
on the fastest growing part of the globe and ensure peace and prosperity well into the next
century.
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Chairman CRANE. Thank you, Sandy.
Our next witness will be our colleague, Doug Bereuter.

STATEMENT OF HON. DOUG BEREUTER, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF NEBRASKA

Mr. BEREUTER. Thank you, Mr. Chairman, Mr. Matsui, members
of the subcommittee, and Mr. Rangel. Thank you for permitting me
to be here for the testimony today. I want to commend you for hold-
ing this timely hearing after the shocking elections in Japan, and
Prime Minister Hashimoto’s recent resignation.

I've got a couple of paragraphs you can read for yourself about
what a recent top political pundit in Japan, Mr. Neufer, had to say
about the implications of that.

Mr. Chairman, I think it’s important to note that the people of
Japan have spoken to their government officials about the need for
economic reform. It’s now more important than ever that the
United States send a clear and unequivocal message, seconding
that call for reform.

As the chairman of the Asia Pacific Subcommittee, I've been con-
cerned about the impact of the Asian financial crisis on the United
States for some time. Approximately a year ago, Thailand’s finan-
cial crisis was described by the President of the United States and
many other experts as a “small glitch in the road.” Now, one year
later, Japan and Hong Kong are in recession. Indonesia’s 32-year
ruler, Suharto, is gone. Russia stands in desperate need of more
international assistance. And the world is pleading with China not
to devalue its currency. Despite Chairman Greenspan’s inten-
tional—I think intentional—downplaying of the crisis so as not to
disrupt the markets, the Asia financial crisis threat is real, signifi-
cant, and unfortunately not a short-term problem. Mr. Chairman,
I felt compelled to testify before you today, not to extol, however,
the dangers of the Asia financial crisis to the United States. Most
members do have some appreciation for this problem.

Instead, I'm here to discuss the important role that Japan can
play in alleviating the effects of that crisis. They should be second
engine of growth in the region. And theyre not. Theyre a drag on
the economy. They’re cutting back on their imports dramatically
from east and southeast Asian countries. They’re headed for a neg-
ative GNP next year, according to all predictions. Only the Japa-
nese have the resources to help themselves. And they do not have
a record of having the necessary resolve to make those changes.

Though the financial crisis presents a serious threat to our na-
tional interest, it also provides an opportunity for the U.S. Govern-
ment to pursue a more consistent and balanced trade and foreign
policy agenda with Japan. Even more important, the crisis provides
an opportunity for Japan to act responsibly and bolster the percep-
tion within the American public that it’s a partner as well as an
economic competitor.

Now, first, we do need to acknowledge that Japan has responded
to the crisis by acting to protect its self-interests in the region in
several meaningful ways. And I list those there. I'm not going to
go over them because of time. But they are significant.
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But there’s another troubling side to all Japan’s effort and its
traditional response to the crisis. The reality is that neither Japan
nor any other country has actually dispersed second-line credits.

Moreover, all of Japan’s financial assistance—commitments,
structural adjustment loans, and export-import credits—even taken
altogether are still an inadequate alternative to a strong Japanese
economy. Therefore, the primary question remains is the Japanese
government prepared to make the fundamental economic, struc-
tural, and regulatory changes necessary to strengthen its economy.

Now the resolution that I've offered, to which referred to Inter-
national Relations Committee, a subsequent referral to Banking
and to this committee, is broad as reflecting those jurisdictions. It
is not strictly trade. It goes to a number of important issues.

U.S. officials representing both Republic and Democratic admin-
istrations have long called for Japan, for example, to deregulate its
economy and remove informal barriers to trade. More recently, U.S.
Treasury and Federal Reserve officials have called upon Japan to
take the tough steps necessary to reform the financial sectors of
their economy. Those officials calls for deregulation are being belat-
edly and grudgingly heated. Under Prime Minister Hashimoto’s
leadership, the seemingly all-powerful Minister of Finance bureau-
crats finally proposed an ambitious but problematic financial sector
big-bang and a bridge loan—a bridge bank to close bankrupt finan-
cial institutions. While these moves are in the right directions,
knowledgeable observers have frankly been underwhelmed by the
scale and scope of these and other proposed reforms. To paraphrase
Secretary Rubin, “it’s time for Japan to move beyond virtual re-
forms to real reforms.” And that certainly does involve a perma-
nent tax cut for individual Japanese because theyre not—they're
not confident in their economy, and theyre not investing. And
they’re not saving in financial institutions at least. Reportedly the
biggest single consumer item in Japan is home safes. I invite your
attention to the last section in my remarks related to House Reso-
lution 392. I think it’s the appropriate advice for the House to give
to the Japanese, not to pile on, but to let them know how very im-
portant we think their partnership in dealing with the Asian finan-
cial crisis really is—for their sake, for east and southeast Asia, and
also because of its implications on us. And the details are
forthwritten in that section.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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STATEMENT BY THE HONORABLE DOUG BEREUTER
BEFORE THE WAYS AND MEANS COMMITTEE
U.S. - Japar: Trade and Economic Relations

July 15,1998

I. INTRODUCTION

Mr. Chairman (Mr. Crane). Ranking Member (Mr. Matsui) and Members of the Trade
Subcommittee, thank you for permitting me to testify today on this very important subject. Let me
commend you for holding this timely hearing afier shocking elections in Japan and Prime Minister
Hashimoto’s recent resignation.

One of the top political pundits in Japan, John Neuffer of the publication Behind the Screen,
recently analyzed Japan’s upper house elections this way. He writes:

The single-most important issue in the poll was the [Liberal Democratic Party] LDP's
mismanagement of the economy. Though the party passed a massive fiscal stimulus
package in the Diet last month and established a plan to bail out the nation's troubled
banks, voters have obviously grown tired of the LDP's dithering and begrudging
approach to fixing the economy.

...[T}he LDP misjudged the depth of voter concern over Japan's full-blown recession.
But what really drove the public nizs was Hashimoto's desperate, last-ditch attempt to
save his job by calling for tax cuts jost four days before polling began. Seeing the
move as a shameless attempt to pump up the LDP vote, the public sent an
unambiguous signal that it was tired being played as the fool.

Mr. Chairman, the people of Japan have spoken to their government officials about the need
for economic reform; it is now more important than ever that the United States send a clear and
unequivocal message seconding that call for reform. 1, like you, am very disappointed that the
Administration has not used the excellent timing of your hearing to testify and see the hearing as an
opportunity to state our nation’s own interest in economic reform in Japan. It is frankly an abdication
of the Administration’s responsibility not to publicly address the single most important economic
issue threatening our nation’s prosperity and worldwide economic growth,

As the Chairman of the Asia and the Pacific Subcommittee, I have been very concerned about
the impact of the Asian Financial Crisis on the United States for some time. Approximately one year
ago, Thailand’s financial crisis was descrited by the President of the United States and many other
experts as a "a few small glitches in the rozd " Now, one year later, Japan and Hong Kong are in
recession, Indonesia’s thirty-two year ruler. Sucharto, is gone, Russia stands in desperate need of

1
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The inevitable refocusing on the importance of America’s security relationship -- coupled
with a nearly complete lack of attention toward Japanese-American trade issues in the second term --
has predictably damaged America’s credibility on the issue of its willingness to be steady and
appropriately tough on trade issues with Japan. This lack of credibility on trade issues was also
exacerbated by the Administration’s overstatement of its Japan-trade successes during the President’s
campaign for a second term.

For example, on March 28, 1996, USTR Deputy Ira Shapiro testified before this
subcommittee that U.S. flat glass exports to Japan had increased 93% as a result of USTR’s
negotiated glass agreement with that country. What Ambassador Shapiro failed to note, however, was
that U.S. flat glass sales to the notoriously closed construction industry in Japan had increased from
approximately one-half of 1% to a whopping whole 1% of the market!

IV. JAPAN’S ROLE IN THE ASIAN FINANCIAL CRISIS

Though the current financial crisis presents a serious threat to our national interest, it also
provides an opportunity for the U.S. government to pursue a more consistent and balanced trade and
foreign policy agenda with Japan. Even more important, the crisis provides an opportunity for Japan
to act responsibly and bolster the perception within the American public that it is a partner as well as
an economic competitor.

First, we must acknowledge that Japan has responded to the crisis by acting to protect its self-
interests in the region in meaningful ways. For example, without question it has been the largest
financial contributor to the most troubled Asian economies, providing $19 billion in second-line
credits to South Korea, Thailand, and Indonesia. Additionally, Japan has made substantial structural
adjustment loans and extended export credits to Indonesia to help contain the financial crisis.

But there is a troubling side to all of Japan’s efforts and its traditional response to this crisis.
The reality is that neither Japan nor any other country has actually disbursed second-line
credits. Moreover, all of Japan’s financial assistance, commitments, structural adjustment
loans, and export/import credits - even taken altogether - are still an inadequate alternative to a
strong Japanese economy. Therefore, the primary question remains: Is the Japanese
government prepared to make the fundamental economic, structural, and regulatory changes
necessary to strengthen its economy?

Japan is the world’s second largest economy and accounts for an amazing three-fourths of
total East Asian Gross Domestic Product. It certainly has the potential to play a leading role in
pulling the region out of the financial crisis by serving as its "engine of growth." The United States’
response to the Mexican crisis is a good example of how Japan could jointly serve with the United
States and Europe as the “engine of growth” for Korea, Thailand, and Indonesia.

As everyone recalls, Mexico suffered a precipitous devaluation of the peso because of its
government and private sector’s over-reliance on short-term debt. While many people focus on the
United States efforts to stabilize the peso with the use of our exchange stabilization funds, fewer
people have focused on how the United States, almost singlehandedly, helped Mexico export out of its

3
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proposed an ambitious but problematic financial sector "big bang” and a "bridge bank" to close
bankrupt financial institutions. While these moves are in the right direction, knowledgeable observers
have, frankiy, been underwhelmed by the scale and scope of these and other proposed reforms. To
paraphrase Secretary Rubin, it is time for Japan to move beyond "virtual reforms" to "real reforms."

Nevertheless, Japan's political leaders have stubbornly refused to abandon their export-
dominated economic model while undermining Korea, Thailand, and Indonesia’s recovery from the
Asian Financial Crisis. Consider two macroeconomic statistics which reinforce this stark conclusion:

. Japan’s current account surplus with the world has risen from $65.8 billion in 1995 t0 $93.5
billion in 1997. It is expected to exceed $100 billion in 1998,

. From 1952 to 1995, the total foreign direct investment in Japan was approximately 0.7%
compared to 7% in the United States. It has shown little sign of improvement in recent years
according to USTR.

And there is an abundance of microeconomic evidence that suggests the Japanese market is
still very closed in many ways. For example:

. In the insurance sector, Japanese companies control 98% of the life business in Japan and
97% of the non-life business.

. The foreign-manufactured share of the Japanese commercial computer market is almost four
times that of the private sector.

. The World Competitiveness Yearbook ranks Japan 18" in overall competitiveness. Over-
regulation is a key factor in their low ranking. For example, in food processing and textiles,
Japanese productivity is one-third of U.S. levels.

VE. HOUSE RESOLUTION 392

Mr. Chairman, I have made a request to our {eadership that next week the House of
Representatives should consider House Resolution 392, introduced by myself on March 24, 1998.
The purpose of this resolution is to stress the urgent need for Japan to more effectively address its
economic and financial problems and open its markets by eliminating informal barriers to trade and
investment. The resolution notes that Japan plays a crucial stabilizing role in the Asia-Pacific region
and that it must make a more effective contribution to leading the Asia-Pacific region out of its current
financial crisis, insuring against global recession, and reinforcing regional stability and security.

House Resolution 392 reinforces the Administration’s strategy to focus on key deregulation
and competition policy initiatives in Japan. For example, House Resolution 392 urges Japan to
undertake a broader and faster deregulation of its economy, open its distribution system and eliminate
exclusionary and discriminatory business practices. These initiatives are aimed at helping highly
competitive industries and companies like those in the telecommunications, pharmaceutical, and
consumer goods industries gain access to the Japanese consumer.

5
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Chairman CRANE. Thank you, Doug.
And our final witness: our distinguished colleague from South
Carolina, Lindsey Graham.

STATEMENT OF HON. LINDSEY GRAHAM, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF SOUTH CAROLINA

Mr. GRAHAM. Thank you, Mr. Chairman.

I come to the committee today with a little different approach to
the problem. And I know the problem is real and I want to be part
of the solution to maintain a good, strong relationship with Japan.
And I hope Japan can make the corrections they need, with our as-
sistance, to get economy in that part of the world going.

But when you talk about U.S.-Japanese trade relations, people in
the third congressional district of South Carolina take notice for a
variety of reasons. But one of the dominant reasons is that in my
district we employ 1,200 folks with Fuji Photofilm U.S.A., making
a variety of products, including photographic film, paper, quicksnap
cameras, and videocassettes.

Fuji Film U.S.A., Mr. Chairman, has invested over a $1 billion
in my district. About every other week, we expand, and it has
brought a quality of life and good paying jobs to my district that
would be very hard to duplicate. And we’re very much appreciative
of what Fuji Film has done in South Carolina. Fuji Film and Kodak
were in a dispute, I think some of our friends from New York will
recall, about the idea of whether or not the film market was open
and available in a fair manner to Kodak film. Kodak and Fuji
share about the same market share in each other’s country—9 or
10 percent Fuji market share in the United States; about the same
for Kodak in Japan. The dispute was brought to the attention of
the U.S. Trade Representative, and the U.S. Trade Representative,
at Fuji’s request, picked an impartial arbitrator. And the U.S.
Trade Representative chose to take the dispute between Kodak and
Fuji and send it to the WTO. And, as you know, Mr. Chairman, the
WTO ruled not very long ago that basically the concerns of Kodak
were not founded in law or fact. And I've been to Japan myself to
look at the availability of Kodak film. What I want this committee
to understand is that what problems we have with Japan, they are
real. But let’s focus on the real problems. And one of those prob-
lems is not film access. The WTO has ruled. Let’s take the film
case and put it on the shelf, roll up our sleeves, and go to work
on the real problems facing both countries. And I would just like
to submit my comments for the record.

And I appreciate you very much listening to how U.S.-Japanese
trade relations affect a small town in South Carolina.

Thank you very much.

[The prepared statement follows:]
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STATEMENT OF HONORABLE LINDSEY GRAHAM
SUBCOMMITTEE ON TRADE
COMMITTEE ON WAYS AND MEANS

HEARING ON U.S.-JAPAN TRADE RELATIONS

JULY 15, 1998

THANK YOU MR. CHAIRMAN.

I APPRECIATE THE OPPORTUNITY TO BE PRESENT AT THIS
HEARING OF THE TRADE SUBCOMMITTEE. U.S.-JAPAN TRADE RELATIONS
ARE IMPORTANT TO OUR ENTIRE ECONOMY, BUT NOWHERE DO THEY HAVE
MORE OF AN IMPACT THAN IN SOUTH CAROLINA AND IN MY DISTRICT.

AS YOU MAY KNOW, FUJI PHOTO FILM U.S.A. HAS A MASSIVE
MANUFACTURING AND DISTRIBUTION FACILITY IN MY DISTRICT. FUJIFIL.M
EMPLOYS 1,200 ASSOCIATES IN GREENWOOD, MAKING A WIDE VARIETY OF
PRODUCTS INCLUDING PHOTOGRAPHIC FILM AND PAPER, QUICKSNAP
CAMERAS, AND VIDEOCASSETTES.

IN MY DISTRICT WE HAVE A STAKE IN THE FUTURE OF U.S.-
JAPAN RELATIONS. WE WANT AMERICA'S ECONOMIC RELATIONSHIP WITH
JAPAN TO BE SMOOTH, STRONG, AND PRODUCTIVE FOR BOTH SIDES. WE
ARE CONCERNED ABOUT CONDITIONS ON BOTH SIDES OF THE PACIFIC
THAT MIGHT HURT THAT RELATIONSHIP.

SO I WORRY ABOUT SITUATIONS LIKE THE FUJIFILM-KODAK
FILM CASE, WHICH WAS DECIDED BY THE WORLD TRADE ORGANIZATION
IN MARCH, AND SHOULD BE OVER. KODAK TRIED TO MAKE A CASE, AND
LOST. THE U.S. CHOSE TO GO TO THE WTO, AND A NEUTRAL PANEL OF
EXPERTS DECIDED THAT THE JAPANESE GOVERNMENT WAS NOT INVOLVED
IN THE SHAPING OF THE FILM MARKET IN JAPAN,

THE FILM CASE IS FINISHED. IT'S NOW UP TO KODAK TO MAKE
THE KIND OF COMMITMENT IN JAPAN THAT FUJIFILM HAS MADE IN THE
U.S.A., AND ESPECIALLY IN SOUTH CAROLINA.

BUT I ALSO WORRY ABOUT JAPAN'S FUTURE AS A PARTNER IN
TRADE AND INVESTMENT. I KNOW WE ARE GOING TO HEAR TODAY ABOUT
REAL PROBLEMS IN THE JAPANESE ECONOMY AND MARKETS THAT NEED
TO BE ADDRESSED QUICKLY AND EFFECTIVELY IF OUR VITAL
RELATIONSHIP IS TO REMAIN HEALTHY. I HOPE THE NEW LEADERSHIP IN

0066050.01
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JAPAN WILL LISTEN CLOSELY TO WHAT OUR WITNESSES HAVE TO SAY
TODAY AND WILL TAKE THEIR SUGGESTIONS SERIOUSLY.

OUR TWO COUNTRIES HAVE A GREAT RECORD OF
COOPERATION AND SUCCESS, AND NOW THAT IS BEING TESTED BY THE
ECONOMIC CRISIS IN JAPAN. I HOPE WE IN CONGRESS WILL DO
EVERYTHING WE CAN TO SUPPORT THE IMPORTANT GOAL OF JAPANESE
RECOVERY. )

THANK YOU AGAIN FOR THE OPPORTUNITY TO PARTICIPATE
TODAY.
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Chairman CRANE. Thank you, Lindsey. And I thank all of you.

Are there any questions? Mr. Matsui.

Mr. MATsUL. Well, no, I would just like to thank all three of the
witnesses. I might just point out that I'm on Mr. Bereuter’s bill and
the Houghton-Levin legislation as well. I've looked at the bills, as
one might expect, and I don’t see anything particularly inflam-
matory in them. They're very thoughtful resolutions, and they real-
ly deal with existing problems. And so, certainly it’s something that
we need to look at; that obviously the timing issue is one that is
somewhat unfortunate. But this is something that I think we need
to make some statement on.

Thank you.

Mr. LEVIN. Thank you. I think, Mr. Matsui, they're probably
more salient today than they were when they were introduced. The
timing we need to be sensitive to.

Chairman CRANE. I think Mr. Houghton wanted to make a state-
ment.

Mr. HOuGHTON. Thank you very much, Mr. Chairman.

Just a couple of comments.

First of all, thanks very much for holding this hearing. Thank
you, gentlemen, for being here.

It’s really a sad day because Japan is such a good friend of ours,
and they’re going through very difficult times. And we don’t want
to do anything to kick them when they’re down. But at the same
time, there are some things which we feel very deeply about; that
mention was made of the WTO case as far as the film industry is
concerned. However, in the resolution of that case, Japan claimed
that the distribution system was open and that they encouraged
imports and didn’t tolerate restraints on competition, which cer-
tainly is not right.

The bill, H. Con. Res. 233, which Mr. Levin and I have put in,
really goes to film, but that spreads out to a more generic basis.
I mean, I think that, you can’t get away from the facts; that you
can have an impression and philosophy and different changing poli-
cies, and listening to the words. But in the case of Kodak, you
know, wherever they’ve gone in the world, they have either 40 or
70 percent or 80 percent of any market. And Japan, despite the
protestations of the Japanese government, they’ve got about 10 per-
cent and cannot move off the dime—absolutely cannot do this. And
Fuji is able to bring business and money into this country. They
can buy up accounts, and they can do everything they want. But
we can’t do it there. So, clearly, there’s an imbalance. I don’t know
how it’s resolved. And whether we go ahead on these two bills indi-
vidually, Mr. Chairman, or whether we combine the two, I don’t
know. But I think we’re going after the same issue, and I think
that as responsible citizens, the Japanese really ought to know how
we feel, not just say, I know youre having a difficult time. We
want to be your friend, which, of course, we do. But they ought to
know what’s happening here. And it just isn’t right. And so, I think
these bills put a sharp lens on that. And I think they’re great. And
I applaud Mr. Bereuter and Mr. Levin for their work.

Thank you.

Chairman CRANE. Thank you.

Mr. Camp.
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Mr. Camp. Thank you, Mr. Chairman. I would just ask unani-
mous consent to enter into the record an op-ed piece from the
Asian Wallstreet Journal, and would like to call the members’ at-
tention to the testimony of Peter Walters, of Guardian Industries,
whose testimony has been submitted for the record. And I think he
very succinctly explains the problems that the U.S. glass manufac-
turers face with Japanese trade barriers, and it explains the
failings of the 1995 U.S.-Japan flat glass agreement. I hope that we
can continue to work constructively with the U.S. Trade Represent-
ative to ensure that the terms of this agreement are abided by all
parties.

Thank you, Mr. Chairman.

[The information follows:]
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Breaking Japan’s Flat-Glass Ceiling

By GREG RUSHFURD
American companies that gripe about
Japanese protectionism havew't always
practiced what they preached. From com-
puter-maker Cray Research to photo film
giant Rastman Kodak, whiners have often
turned around and savaged the Japanese
with the same protectionist weapons with
which they claimed te have been wounded.
; Onee In @ while, theugh, a U.S. company
comes along that’s not just crying woll
about Japan.

You don’t have ie be a Japan basher,
for example, to appreciate the deep frus-
tration felt by Michigan-based [at-glass
maker Guardian Industries. Guardian has
{ong sought only ons thing—~the opportuni-
iy to compete in Japan-—but has repeated-
Iy run up against

ternational business. Mr. Farrar said that
he agreed with Mr. I'o that the numbers
told the story. Only, his numbers told a
different story.

Before the U.8. and Japan signed an
aceord on flat glass in 1985—2a document
that in itself had tittle teeth, mainly com-
mitting the Japanese government to do it
tle mere than collect data to ensure that
its market was open~-Mr. Farrar said,
Guardian had held about 1% of Japanese
markets, Sales went to around 2% in the
first six months after the 1995 agreement,
but then they tapered off, he related. “Now
our market share in Japan may be flirting
at about 1.5 percent.”

In other world markets, Mr. Farrar
told me, Guardian's market share rangss

Six years ago I was already writing
about how . Japanese officials had
pramised that they would take steps to env
sure that Guardian was able te sell glass
in Japan {this was a little-noticed piece of
gocd news that resulted from President
George Bush's otherwise disastrous Janu-
ary 1992 trip, when he became ill at din-
ner and famoisty threw up on Prime Min-
ister Kiichi Miyazawa), Now, in 1998, one
of the top priorities of the Office of the
U.5. Trade Representative is persuading
Japan o take real steps to open its flat-
glass markets.

But nobody knows exactly how this can
be done. Americans have been irying-
many times and in many ways—to change
Japan ever since Commodore Matthew

what could be called,
wetl, Japan's flat-
glass ceiling. The
market for the stuff
that adorns high-tech
mirrored  walls  on

Japanese officials figure they can stonewall in cases
like flat glass, which mvolve complex regulatory issues
with which the WTO isn’t equipped to deal.

Perry  steamed  into
Tokye Bay 143 years
ago, his “black ships”
belching smoke and
frightening Japan into
trading  with  the

skyscrapers, ard

windows in some aytomebiles and aomes,
is nothing to sneeze at in Jupan: $5 billion
in annual sales,

he runaround that the Jupanese
have given Guardian for more than
4 decade, alas. illustrales why

Japan so frustrates even some of its best
friends across ihe Paeific, who worry about

between 10% and 20%, and is roughly 34%
i1 Thailand, where the company has pro-
duction facilities. “There is no market
anywhere in the world except Japan
where we have sustained trouble getting
in.” In Japan, Guardian officials say, the
company has persisted despite finding ob-
stacles at every turn, such as for example
being denied the opportunity fo Bid on

the political backlash that Jap protec-
tionism fosters. Beyond that, it is but one
more reminder that insulated Japanese bu-
reaucrats routinely get away  with
stonzwalling forsigners simply to protect
policies that ultimately hurt Japanese con-
SUMErs more,

During a recent meeting in Washing-
ton, Counselor Hajimi Ite, 2 Ministry of
International Trade and Industry official,
defended the government line. I told Mr.
Tto that, unlike some of the chronic whin-
ars and Japan bashers in U.S. industry,
Guardian seemed 1o have made all the
necessary, strepuous efforts lo penetrate
Japanese markets, but to Hitle avail. T
asked him, Was this a case of Japanese
protectionism? "Let's check the num-
bers.” he answered, “The numbers tefl
everything.”

Mr. Ito went on to cite various statis-
ties showing how imports of flat glass fo
the Japanese market have increased 24%
since 1996, amounting to a 15% market
share today. Mr, [to added that it was
hig impression that U.S. flat-glass ex-
ports to Japan increased from L7 pereent
¢ in 1994 te 5.8 percent in 1997, One compa-
i ny that had enjoyed particular success in
! selifng to Japan was PPG Industries, Ine.

(formerly Pittsburgh Plate & Glass), he
| saic, concluding; “Japar’s flat-glass mar-
| ket is open.”
¢ 1 then «called Stephen Farrar,
: Guardian's Michigan-based director of in-

truction contracts and refusals by
Japanese glass distributers to handle
American glass.

Checking further, 1 learned that even
Mr. Ito’s champion, PPG Industries,
agrees with Guardian., While PPG has en-
Joved increased sales of glass to Japan, as
Mr. Ito pointed out, they are mainly attrid-
ufed to a relationship with Asabi Glass,
which then sells the PPG product {o

il ies, In fact,
around one fourth of the 24% increase in
impor:s that Mr. Itc referred to comes
from -U.S. subsidiaries of Asahl (lass,
Japan's dominant flat-glass manufacturer,
and Nippon Flat Glass (a point which Mr.
Ito does not dispute).

PPG Industries says that selling be-
cause of a relationship with Asahi is {ine,
in the short term. But Guardian and PPG
executives complain that what they want
is access to Japan's tightly regulated, car-
tel-like distribution system—the key (o re-
ally opening Japanese markets.

Last month U.S, trade regotiators
David Burns and Wendy Cutler pressed
their counterparts from Tokyo on flav
slass, and were also teld that Japan's mar-
kets are open. Japanese officials ¢id, how-
ever, promise to consider helping
Guardian market its line of insulated, en~
ergy efficient windows--perhaps by work-
ing up a tax break.

Something’s wrong if this 15 the best
Japan can come up with.

world. Today, Japan
isn't much frightened
of U.S. trade pressure.

After all, the days of unliateral eco-
nomic sanctions {rom Washington became
numbered (and hurrah for that} when the
World Trade Organization was created in
1995, Japanese officials now figure that
they can get away with stonewalling in
cases tike {lar glass, which involve com-
plex regulatory issues with which the WT0
isn't equipped to deal.

et Japan is wrong blithely to brush

off complaints like Guardian's. The

American frustration that huilds up
from too many cases like this tears at the
fabric of the trust necessary 1o maintain
the vital U.S.-Japanese security relation-
ship. Why give American isolationists am-
munition? .

As for MITI promises to consider giving
Guardian tax breaks to sell windows, here
is one more examgle of the Japanese gov-
ernment Hnkering at the edges of marksts.
Why not deregulate all Japanese markets,
and give Japanese consumers & real
break? Perhaps one day soon Japan's
leaders and public will connect thelr coun-
try's dismal economic performance of re-
cent years and current frightening finan-
cial situation to protectionism.
“Everything else has been tried,” says

former high-ranking U.S. trade official
Doral Cooper. “being nice, being belliger-
ent, behind the scenes. in front of the
scenes. At the end of the day, I've nevet
seen 4 country Jiberalize its economy untii
it realized that was in its own best inter-
ests.” And this is what's missing in Japan
these days.

Mr. Rushford is editor and publisher of
the Rusiford Report, @ Washingten, D.C.
reisietter on irade politics,
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Mr. LEVIN. Mr. Camp. Mr. Camp.

Mr. CAMP. Yes?

Mr. LEVIN. I'll take 30 seconds. I think it’s so, if I might say, ap-
propriate that you raised it. Anybody who has any question about
the comparable openness of the U.S. and Japanese distribution and
regulatory systems needs only to look at flat glass, among many
other examples, including photography. Our flat glass companies
have been trying to get into the Japanese market with as good a
product if not better and a lower price for years. And you—and the
article you cite spells that out. And anybody who wants to deny the
difference—look, we've got to help push Japan to open up, to de-
regulate. And if they don’t, it’s going to harm them and harm the
flest of Asia, as Mr. Bereuter has said, and us eventually. It already

as.

Mr. BEREUTER. Mr. Chairman, if I could——

Mr. Camp. Well, I appreciate those. Yes, I'd be happy to yield.

Mr. BEREUTER. Mr. Chairman, if I could comment on your re-
marks. You brought up a particular industry and a company within
it. And in my own testimony, you may have noticed there is an il-
lustration. On March 28 of 1996, USTR Deputy Ira Shapiro came
up here and testified that the U.S. flat glass exports to Japan had
increased 93 percent due to USTR’s efforts. What he failed to note
is that the U.S. flat glass sales are in a notoriously closed construc-
tion industry. So the percentage that we have of the market has
gone up a whopping one-half percent. They had one-half percent,
but a 96 percent increase gives them a whole one percent of the
Japanese market today, despite the fact that, as Mr. Levin said,
they are extremely competitive and, in fact, should be a very domi-
nant player in the field.

Mr. Camp. Well, [——

Mr. BEREUTER. So those statistics can really be misleading.

Mr. CamP. Yes, and I appreciate both of your comments on this
area. And it is one that needs more attention, and I thank the
chairman for the time.

Chairman CRANE. Ms. Dunn?

Ms. DUNN. Mr. Chairman, I’d just like to ask unanimous consent
to enter my statement into the record.

Chairman CRANE. Without exception, so ordered.

[The opening statement of Ms. Dunn follows:]
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Statement of the Honorable Jennifer Dunn of Washington
Ways and Means Subcommittee on Trade

U.S. Japan Trade Relations
July 15, 1998

Mr. Chairman -
Thank you for providing us with an opportunity to explore the

important relationship between the United States and Japan.

Clearly, Japan has entered a period of great uncertainty.

With the resignation of Prime Minister Hashimoto following the
Liberal Democratic Party’s defeat in last weekend’s election, the
U.S. has a responsibility to provide Japan with the international
support they need to work through their current economic and

political difficulties.
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Japan is critical to the stabilization of the entire Asian region. As
such, we need to address both the short-term and long-term

problems in a thoughtful manner.

Ironically, the U.S. concerns with Japan right now are more
financial related than trade related. The value of the Yen and the
level of domestic demand in Japan are raising serious questions
about the ability of Japan to pull the Asian region out of the current

economic crisis in which it finds itself.

These are the more immediate issues that must be addressed in
order to bring more certainty to the region’s economy. They in
now way, however, negate the need for continued discussions

about reducing Japan’s tariffs on American goods and services.



27
1t seems that Japan has an opportunity to take truly robust steps

towards reforms in transparency and openness.

We need to redouble our efforts to call for leadership in Japan that
will take in more imports, seriously restructure its’ banking system,
and stimulate domestic demand.

I am confident that this hearing will provide a healthy discussion
on these issues.

Mr. Chairman, thank you again for your leadership in this area, and

I look forward to working with you in the future as we attempt to

help bring additional stability to Japan and the rest of Asia.
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And, Richie, do you have any questions of our panelists? Well, I
express appreciation to all of our panelists

Mr. GRAHAM. Mr. Chairman? Excuse me. Could I make one quick
comment just for the record, and I know you’re very busy. The
problems that have been expressed in other areas of the economy
I'm sure are very real, and I'm sure they’re problems with the Jap-
anese market. But I want to leave the committee with this thought
and this fact: in the regards to film, the dispute between Kodak
and Fuji, which resides in my district with a billion dollar invest-
ment, the WTO heard the case. The WTO was selected as the arbi-
trator by the USTR. And if it’s appropriate, I would like to have
their decision entered into the record. In the area of film, it’s about
competition. It’s about investment. It’s about who’s working the
hardest, and who’s putting the most money into the marketplaces.
It’s not about these other issues.

Thank you, Mr. Chairman.

[The material is being retained in the committee files.]

Chairman CRANE. Does anyone else have questions for this
panel? I yield to Mr. Houghton.

Mr. HouGgHTON. With all due deference to my colleague here, the
World Trade Organization is about words, and the marketplace is
about facts. And the facts are not particularly very good.

Chairman CRANE. Thank you, Mr. Corning. And with that, our
panel will be adjourned. And our next panel consists of Robert D.
Hormats, vice chairman of Goldman Sachs; Douglas Paal, president
and founder, Asia Pacific Policy Center; Clyde Prestowitz, Jr.,
president, Economic Strategic Institute; Brink Lindsey, director,
Center for Trade Policy Studies, Cato Institute; and Kenneth Pyle,
professor of history and Asian studies, University of Washington,
and president of the National Bureau of Asian Research in Seattle.

And, gentlemen, as I indicated to colleagues earlier, if you could
try and confine your oral testimony to roughly 5 minutes. All print-
ed statements will be made a part of the permanent record. And
we’ll proceed in the order in which I introduced you.

Dr. Hormats, you will be first.

STATEMENT OF ROBERT D. HORMAT'S, VICE CHAIRMAN,
GOLDMAN SACHS, NEW YORK, NEW YORK

Mr. HoORMATS. Thank you, Mr. Chairman, Mr. Matsui, Mr.
Houghton, and other members. It’s good to be back to testify before
this committee.

Let me be brief and make a few key points.

First, in my judgement, the world economy today faces greater
danger than at any time since the oil crisis of the 1970’s. There’s
an enormous threat to the global economy. As I say, the dangers
are greater than at any time since the oil crisis. Let me identify
the three major reasons why.

First, recession, a weak yen, and serious banking problems in
Japan. We'll discuss those in greater detail a little bit later.

Second, faltering growth, recession, or depression in much of the
rest of Asia. I've been to Asia very recently. Confidence is col-
lapsing. Currencies are under pressure. A number of countries, In-
donesia being the most difficult situation, are facing depression.
Growth expectations are being steadily and dramatically down-
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graded. And for many countries, unemployment is going to sky-
rocket over the next several months.

A third element of the problem is sharply lower energy and com-
modity prices. Now those, in a way, are of great tax benefit for the
United States. It’s like a big tax cut for Americans. But it also is
very harmful for the countries that export oil and export raw mate-
rials. Many large countries, Russia is a good example, have been
hit badly by the collapse in energy and raw material prices.

So this is a very dangerous period for the world economy. And
one has to feel pessimistic, particularly if you visit various coun-
tries of Asia.

This is also a pivotal period for the world economy. Many of
these crisis countries need to come up with measures to halt the
deterioration. All over Asia, major reforms are being implemented
or planned. The question is: Will they be adequate and will they
be implemented quickly enough? Here’s where Japan’s reforms
must play a central role. Japan has a short time, a very short time,
in which to decide whether to take the additional steps needed to
boost growth, strengthen its banking system, and thereby restore
confidence in its markets and its currency and become an impor-
tant part of the solution to the Asian problems, or to continue to
put off tough decisions and thereby suffer further erosion of its own
economy and pose a growing threat to the Asian region.

I'd also make the point that the Asian crisis has not really had
much of an effect on the U.S. Some would say it’s beneficial, be-
cause it has helped to lower interest rates and lower prices, and
thereby stave off an increase by the Fed. On the other hand, the
crisis has adversely affected a large number of American companies
that sell in Asia. And if the American economy were to turn down
at a point in time when the Asian economies are still as weak as
they currently are, that would have a devastating effect on the
global economy. An interest rate increase by the Fed would also
have a very adverse global effect.

A few points on the impact of Japan on Asia. First, Asia and
Japan are very closely interrelated. For most countries, Japan is
the biggest market for their exports—for virtually every other
Asian country. They export 20 to 25 percent of their goods to
Japan. But more importantly, the collapse of the yen makes Japa-
nese goods more competitive vis a vis its neighbors in bilateral
trade. And, it makes Japanese exports more competitive in third
countries like the United States. One example: Korea. Seventeen
percent of Korean trade is directly with Japan, but about 30 per-
cent of Korea’s exports compete head to head with Japanese ex-
ports in third country markets. China sells Japan 20 percent of its
exports directly and competes with Japanese exports in third mar-
kets with about 20 percent of its exports. So, that’s why the decline
in the value of the yen has been so harmful in terms of its impact
on these other countries—and why their currencies and their mar-
kets go down when the yen depreciates.

Let me turn to a couple of points about reform. Japan has opened
up in the financial services area to a very significant degree. The
foreign exchange law of April 1 and the Big Bang. Both are pluses.
There are concerns, however, that I do have about Japan’s new se-
curities investor protection fund, which is meant to help out the se-
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curities companies that have gotten into trouble. I think that puts
a disproportionately large share of the costs on the large inter-
national firms that operate in the Japanese market. There are
ways of improving that, which I can elaborate on.

Two areas of assistance that I'll close on.

One, it seems to me, that it is extremely important today for the
United States to use the expertise it has in dealing with bank
workouts. We developed a lot of expertise during the savings and
loan crisis. There are a lot of experienced individuals—Bill
Seidman is one. There are many others in the regulatory area and
the banking area that have a lot of experience. The Japanese and,
indeed, every economy in Asia needs to restructure its banking sys-
tem, restructure its bad loans; and particularly to get real estate
collateral now frozen off the books of the banks. The U.S. can pro-
vide enormous expertise. And it seems to me that is an extremely
important thing.

The second is provide some general advice on opening up their
markets, and particularly ways of deregulating their economies so
that they become more efficient. We’ve had a longstanding engage-
ment on the trade front with the Japanese in this area. And it
seems to me that a more open, efficient economy of the kind we’ve
been urging them to do still ought to be very high on our agenda.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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TESTIMONY OF ROBERT D. HORMATS
VICE CHAIRMAN, GOLDMAN SACHS {INTERNATIONAL)

COMMITTEE ON WAYS AND MEANS, SUBCOMMITTEE ON TRADE
UNITED STATES - JAPAN TRADE RELATIONS

July 15, 1998
Mr. Chairman and Members of the Committee,

| appreciate the opportunity to testify this afternoon on the subject of Japan. | will focus
primarily on the macro economic aspects of Japan's banking problem and how it affects other
parts of Asia and US-Japan relations. | will also address some aspects of Japan's financial
market liberalization as it affects the US financial services industry.

First, the world economy faces greater danger today than at any time since the oil crisis
of the 1970s. Several factors together create this danger:

— recession, a weak yen and serious banking problems in Japan;.

— faltering growth, recession or depression in much of the rest of Asia. Confidence
throughout the region is deteriorating, unemployment and bankruptcies are on the rise,
currencies are under strong downward pressure and growth projections are being sharply
downgraded. In Indonesia alone, one quarter of the population will descend into poverty
according the World Bank. For many countries the very measures needed to restructure the
corporate sector and banking system will lead to even higher unemployment and more
bankruptcies. -

— sharply lower energy and commaodity prices. In part the result of Asia’s crisis and
in part the result of a pre-existing over supply, these are a major problem for several important
countries around the world. Saudi Arabia, for example, faces a 40% shortfall in estimated
revenues. Many other oil producers face similar problems.  Along with major domestic fiscal
imbalances and tax administration problems, the collapse in energy and commodity prices is
putting enormous pressure on Russia’s economy, cutrency and markets, jeopardizing economic
and political stability in that nuclear power. South Africa and parts of Latin America also have
suffered severe economic problems resulting from lower energy and commodity prices. Pre-
existing vulnerabilities have exacerbated the impact of this problem in many of these countries.

Second, this is a pivotal period for the world economy during which the crisis countries
themselves, and the entire international community, need to come up with measures to halt the
deterioration. All over Asia major reforms are being implemented or planned. The question is:
Will they be adequate and will they be implemented quickly enough? if they are done correctly
and expeditiously Asia can emerge as a stronger economic region with a more stable foundation
for future growth. If not, the situation could deteriorate further.

Japan's reforms must play a central role in this effort. Much of what | say below will
focus on what Japan should do -~ and do promptly. Major changes in the bank and real estate
sectors, along with new stimulus, are key to the recovery of that country. Japan has a very short
time in which to decide whether to take the additional steps needed to boost growth, strengthen
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its banking system and thereby restore confidence in its markets and its currency — thus
becoming an important part of the solution of the Asian problem— or continue to put off tough
decisions and thereby suffer further erosion of its own economy and pose a growing risk to the
Asian and worid economies.

But Japan’s efforts are not in themselves sufficient to correct Asia’s problems. Strong
growth in China and stability of the Chinese renminbi are also critical. Continued corporate and
banking reforms throughout the region are necessary as well.

A greater international effort also is needed to afford a number of Asian crisis countries
greater flexibility to inject more fiscal stimulus into their economies. Additional external financing
is needed to support this fiscal stimulus along with the construction of wider social safety nets
(which are critical to social stability while difficult economic restructuring is being carried out).

Third, one reason the Asian crisis has not had a more severe impact on the US is that
the American economy is so strong. In addition, US exports are highly diversified, with large
portions going to robust economies in Europe and Latin America. Moreover, the strong dollar
has been less of a problem than in the past because many of the goods and services the US
exports are high valued added or proprietary and do not compete abroad primarily on the basis
of price, although exchange rates certainly do affect some key manufacturing and technology
sectors.

But the US must brace itself for continued large trade imbalances with Japan and much
of Asia. As yet there has not been the deluge of imports from the Asian crisis economies that
many expected because of their currency devaluations. This is, in part, because of the inability
of many of these countries to obtain trade financing and, in part, because of difficulties they have
encountered in shifting manufacturing capacity previously geared to domestic markets to
produce goods for export. Also, many Asian nations compete for market share with one another
and not with US domestic producers.

Inevitably East Asian exports to the US will rise. While the US deficit with them is likely
to grow, this is a time when the US can afford a large trade imbalance. Strong US economic
growth relative to Asia is one reason why the deficit will be large. American policy should aim
not at restricting Asian imports to this country, which are one of the few ways that region can
overcome the current crisis, but at promoting Asia’s recovery and encouraging continued market
liberalization there in order to promote increased US exports over the long term as and when
Asia recovers. Now is the time to continue to reinforce the principles and policies of the WTO;
these have served as a counterweight to any tendencies toward protectionist measures in the
crisis economies. During this period market liberalization, encouraged by the IMF, has
advanced in much of Asia. US restrictions against exports from the region could jeopardize this
progress.

To the extent that the US has seen an adverse impact from Asia it is not because of
increased imports from the region but because of the sharp contraction of demand there and the
attendant drop in the sales of many American companies. The weakness in such sales is far
from over. But the inflow of capital from Asia, and the decline in goods, energy and commodity
prices resulting from weak Asian demand has had an overall benefit for much of the American
economy, holding down inflation and interest rates. The Asian crisis has had the effect of
weakening the pricing power of producers of manufactured goods and (fargely  through its
boost to housing) increased the pricing power of service industries.
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Nonetheless, it is not healthy for the US economy or for the international trading and
economic system for a third of the world economy to be in recession or experiencing weak
growth. If the US or Europe were to suffer an economic downturn in the future with Asia’s
economies still weak, the global impact would be extremely serious. Higher interest rates here
would also have a major adverse effect on Asia if they came while that region was still in poor
economic condition; that in turn would pose additional dangers for the global economy.

Let me now discuss why the economic problems of Japan are so urgent and so serious
for the rest of East Asia and the international economy. | shall then discuss areas in which
reforms are urgently needed and what measures Japan needs to take.

JAPAN AND THE ASIAN FINANCIAL CRISIS

The Asian financial crisis has entered a new stage. In the fall of 1997 Asia’s problem
was primarily a crisis of liquidity. Markets questioned whether several Asian countries had
sufficient resources to service their debts. A combination of IMF stabilization programs,
agreements to extend the maturities of bank loans, the raising of new money in capital markets,
plus improved current account balances, largely reduced liquidity concerns for most of the
region’s economies.

The current crisis is more related to the deterioration in thereal economies of the region
— recession or depression in some countries, sharply slower growth in others, higher inflation,
greatly increased unemployment and social unrest. Can Asia's economies expeditiously reform
and restructure banking systems and corporate structures? Can they boost exports enough to
reduce the impact of the plunge in domestic demand and investment? Can they avoid sharply
higher levels of unemployment? The answers to each of these questions lie primarily in the
hands of the individual countries of the region. But the faltering Japanese economy and its
weak currency have adversely affected the whole region in several ways.

Japan is the largest or second largest market for virtually every economy in Asia. It
accounts for about 20% of the exports of Indonesia, Malaysia, Philippines, Thailand, Korea and
Taiwan. Japan’s recession has led to a sharp drop in imports from the rest of Asia. Japanese
imports by volume fell by 2.2% and by value by 7.9% in the first quarter of 1998. Overall
Japan’s trade surplus, as recorded in April, increased on a year over year basis by 35%,
although its growth recently has slowed due to weaker exports to the rest of Asia.

Even more damaging to other parts of Asia has been the fall in the yen. For the major
crisis economies of the region a fall in yen by 10% against the US dollar erodes exports by 4%-
9%. Part of this comes from the impact on their bilateral trade directly with Japan. An even
greater part for most comes from the boost a lower yen gives to Japan’'s competitiveness inthird
countries such as the US and Europe. For example, about 17% of Korean trade is with Japan,
but about 30% of its exports compete head to head with Japanese exports in third country
markets. For Taiwan the figures are 19% and 25% respectively. For Singapore 13% and 21%
respectively. China sells Japan about 20% of its exports directly; roughly the same percentage
of its exports compete with Japanese goods in third country markets. This combination of
bilateral and third country competition explains the pressures on Asian currencies such as the
Korean won, and on their domestic financial markets, from the yen’s sharp slide in May and
June, and why the strengthening of the yen after US intervention strengthened currencies and
markets elsewhere in the region.
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Japanese direct investment in Asia is another important factor in the economies of the
region. A weaker yen slows Japanese investment, because it causes the competitive attractions
of other Asian nations to diminish relative to those of Japan. So more Japanese investment is
likely to stay at home. However, labor cost advantages will continue to make the region
attractive for most labor-intensive Japanese industries. Also of significance is what Japanese
corporations in Asia do with their earnings generated by investment already in the region. The
reinvestment/new direct investment ratios for Japanese multinationals are 112% in ASEAN and
69% for the NIEs (Hong Kong, Singapore, Korea and Taiwan). A sharp drop or pullback of
investment-related earnings due to a weakened Japanese economy and weak yen would
worsen an already bleak investment climate in the region.

Japanese bank lending is another problem. Japanese banks have until recently
accounted for 30% of foreign lending to Asia. The weakness of the Japanese banking system,
coupled with general concerns about the creditworthiness of economies, banks and
corporations in the Asian region, has led to a sharp drop in Japanese bank lending (and in some
cases net withdrawals) throughout the area.

To its credit, Japan has responded to the Asian crisis in a number of constructive ways.
It has contributed more than any other country ($18.5 billion) to IMF-sponsored assistance
programs. And it supported an Asian assistance fund to complement the efforts of the IMF—
an initiative opposed by the US. But Japan’s credibility has been weakened by its own
economic difficulties and its banking crisis. Its economic model is no longer very attractive to the
region. Japan’s domestic economic weakness has worsened the situation in the Asian region,
thus feeding back negatively on Japan's own problems.

IMPACT ON THE WORLD ECONOMY

Largely because of the downgrades in Japan’s growth prospects, growth in the OECD
area is expected to be 2.5% this year and 2.3% in 1999 compared to 2.7% in 1997. Due largely
to broader Asian problems, world GDP is expected to be only 2.4% in 1998 compared to 3.7%
last year. Industrial production in the OECD countries has suffered more than other sectors and
dropped more rapidly than GDP. Industrial production has already dropped from 5% in mid-
1997 to 2% in the current quarter, and is likely to be 1% by the end of the year. This setback to
industrial production in the OECD region has come largely because the decline in exports to
Asia has disproportionately hit the industrial export sector.

The Asian weakness is not likely to be great enough to push the US into a recession, but
it is very significantly reducing global price inflation. In the case of the US and EU, the impact of
the Asian crisis in cutting inflation has been considerably greater than expected given its
relatively modest impact on GDP growth. This is partly the result of its role in dramaticaily
lowering energy and commodity prices; this drop has, in effect, constituted an enormous tax cut
for Americans and Europeans.

JAPAN’S GROWTH / BANKING / REAL ESTATE / YEN CRISIS

REFORMS. There has been a tendency in the US to belitle or dismiss the reforms
Japan has made in recent years. But in some areas real progress has been made or is
underway. A major fiscal stimulus is planned, including tax cuts and infrastructure spending.
The effective corporate tax rate has been cut from 50% to 46%; more cuts are likely. Japan is
replacing a 70-year old bankruptcy law with one that should allow more expeditious bankruptcy
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proceedings and restructuring. It is moving toward international accounting standards.
Impediments to leveraged buyouts have been eased.

More deregulation is also planned in areas such as communications, healthcare,
distribution and chemicals. This will help companies obtaining input from deregulated industries
because of the resulting lower costs. Some of these measures will increase the openness of
Japan’s economy to foreign competition. Also Japan is moving closer to international accounting
standards, including consolidated accounts (scheduled for FY1999).

| have been asked specifically to comment on increased access to the Japanese market
in the financial sector. The central event in this area is the deregulation known as the Big Bang.
We believe that the benefits of Big Bang are real and significant; they are working well and will
continue to make a big difference for foreign firms, particularly those doing business in the
securities area.

One area of real progress was the April 1 Foreign Exchange Law. This incorporates a
number of constructive reforms. |t is a significant plus for global firms that can operate across
borders to raise capital and manage money. Also, it puts pressure on Japan to deregulate
further to permit new financial products and services to be offeredin Japan, lest business in
such products and services go offshore.

Asset management is another area of real progress. Much deregulation took place
before the Big Bang. But the Big Bang advanced the process, enabling, for example, banks to
distribute mutual fund products; foreign fund managers can now use banks to broaden their
distribution base, a network which would have been very costly for them to create on their own.
Also pension funds can now be more active in their use of money managers and investing in
equities. Foreign firms benefit from both. And banks, insurance companies and trust banks in
Japan can now go into different businesses.

Also, Big Bang enhances the scope for innovation. Article Il of the Securities and
Exchange Law will be broadened, and implemented in a more flexible way, so foreign firms do
not have to get Ministry of Finance approval of every new product or variant on an old product.
They can bring new products and services to market without clearances, enabling firms like
mine to innovate more in Japan. It has broadened the definition of securities and brought about
more flexible ways of interpreting the law. More types of derivatives are now possible and there
is greater scope for asset securitization.

Implementation of Big Bank has been very good. More reforms will be implemented on
December 1. Such measures have made Japan into a freer market and helped produce a more
level playing field for foreign firms such as my own. And more international firms have been
able to compete for the growing pension business, as emphasis on performance grows and
takes priority over older, inter-firm relationships.

Additional progress could be made in improving transparency. In particular, the new
Securities Investor Protection Fund that will be established on December 1 would benefit from
increased MOF consultation with foreign firms. This Fund, as currently envisaged, will make the
big, institutionaily-oriented firms take a disproportionately large share of the cost of the liabilities
for failed Japanese securities firms. The Fund is a good idea and all firms should pay a fair
share. An open dialogue with foreign as well as domestic firms would help to ensure that this
can be done in a way that is fair, good for the market and incorporates the views and interests of
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foreign firms. In conjunction with this, Japanese regulators would be well advised to require
segregation of customer assets from member firm assets, a practice widely accepted as sound
practice elsewhere in the OECD.

CREDIT CRUNCH. The immediate problem for the Japanese economy is a severe
‘credit crunch’. Healthy banks have become increasingly reluctant to provide liquidity to weaker
institutions. Bank lending to companies in need has shrunk. The Bank of Japan has injected
significant amounts of liquidity into the system to prevent bankinsolvencies and stimulate loan
growth. But the banks are becoming even more risk adverse, particularly with respect to small
and medium sized companies. Among such companies corporate profits contracted by 29% in
the first quarter of this year, and capital investment by 21%. This was the main reason for the
more than 5% annualized fall in overall Japanese GDP. Historically in post-war Japan, capital
investment by these firms has led recoveries.

The other problem is a “capital crunch” due to declining Japanese real estate values, the
drop in the value of equities that constitute bank capital, and the weaker yen that inflated dollar
assets.

The last point is one reason Japan has been so eager o halt the slide in the yen.
International standards set by the Bank for International Settlements require banks to keep in
their reserves capital equivalent to no less than 8% of loan values. As the yen has fallen against
the dollar, the value of the dollar-denominated assets of Japanese banks relative to capital (in
yen) has shot up. If banks do not have sufficient capital relative to these increased loan
valuations ~— and some do not — they must trim loans or slow new lending.

Private sector money growth has slumped to all-time lows, and companies are reporting
that the availability of credit has become very tight. What credit is available is at highreal rates,
as price inflation has turned negative. Credit spreads have widened for small and medium sized
enterprises. The anticipated closure of weak banks, contemplated by government reforms,
could lead to cancellations of crucial credit lines. This is why the concept of a“bridge bank” (to
be discussed later) has been introduced.

FISCAL STIMULUS

One way the Japanese government can stimulate demand is through fiscal stimulus.
Last week Prime Minister Hashimoto pledged to seek “publicly acceptable’ income fax culs next
year as part of a general tax overhaul. He indicated that the minimum tax threshold would not
be cut in order fo finance tax cuts for higher earners. But the anncuncament lacked detail about
the size of anticipated cuts.

Much of the uncertainty over tax cuts results from the series a difficult issues as yet
unresolved within the LDP or the Government. First they must decide how to implement a tax
cut above the amount of four trillion yen, which is the amount of this year’s ‘one time’ tax cut.
Unless the tax cut s above the four trillion figure, it will amount 1o a tax increase.

Then the government must decide whether to implement a ‘permanent’ tax cut. This will
require some difficult decisions. One vexing question is the impact of a permanent tax cut on
government debt, which at over 470 trillion yen (including central government, local government
and Japan National Railways) already equals roughly 100% of GDP. The deficit to GDP ratio
(4.7%) by far is the highest among the G-7 countries.
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The government is unwilling to expand the tax base by lowering the threshold, or
minimum, taxable income. So a decision must be made as to whether to finance a tax cut by
additional deficit financing or new sales of government assets. Currently, existing fiscal
consolidation legislation, which the Prime Minster originally supported as part of his long-term
goal of shrinking the budget deficit, would prevent the government from issuing new deficit
financing bonds. That would have to be amended to produce more fiscal stimulus in the near
term. Over the long term a credible, permanent tax cut would have to be financed by lower
government spending or an increase in tax revenues generated by higher growth. Otherwise
the budget deficit would rise, probably forcing the government to raise taxes in coming years.

In light of this, the Japanese public is very cautious. If they believe that a big tax cut now
can only be financed by higher taxes in the future, they will likely save most of this tax windfall
and the simulative benefits will be watered down. Adding to their reluctance to spend will rising
unemployment — which the Bank of Japan predicts could rise from the current 4.1% to 5%.
And the public also sees more government money being used to address the banking problem
— again raising the deficit and causing concerns about future tax increases.

BANKING PROBLEMS. At the heart of Japan's economic problem is the weakness of
its domestic banking system and at the heart of that are serious problems in the real estate
sector. Japan’s banking problems are similar to the problems of the US Savings and Loan
Associations only far greater in magnitude and far broader in scope. As a portion of GDP they
are five to six times as large as the S&L problem and affect banks, securities houses, insurance
companies, construction companies and real estate developers.

The banking problem and the real estate problem must be dealt with together. Measures
to stabilize the banking system will be useful and constructive, but theyalone will not lead to a
sustained recovery of the economy, because the root the problem remains lack of recovery and
liquidity in the property markets. That, in turn, requires large scale workouts (including some
loan forgiveness) by banks of non-performing real estate loans, so that corporations, real estate
developers and construction companies are no longer constrained by large property-related
debts. The real estate development/construction sector employs almost 20% of the Japanese
population and its current problems are weighing down the rest of the economy.

Banking/real estate problems have contributed to, and been exacerbated by, the weak
yen. The sharp fall of the yen in June increased the value of the banks’ dollar assets and
thereby weakened the banks’ BIS capital adequacy rations by 0.3 to 0.4. That added to the
domestic credit crunch, because banks became even more reluctant to add new assets to their
books. That tightening, in turn, induced new fears of further waves of business failures.

The yen's drop also put further downward pressure on bank stock values, some of which
were already dropping due fo concerns (exaggerated in many cases) that some banks were
experiencing liquidity problems and might fail. Those concerns could have triggered a financial
crisis had the yen fallen further. That would have had a disproportionate affect on the
construction and real estate development industries, and their large number of employees.
Recall that when the Hokkaido Takushoku Bank collapsed last November, a large number of
construction companies (some of which were financially quite sound) suffered a temporary loss
of working capital.
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Against this backdrop, the Government of Japan was especially eager to have the US
intervene to support the vaiue of the yen. And one price to be paid, the Japanesequid, was to
promise bolder action to deal with the bad ioan problem.

APPROACHES TO THE BANKING / REAL ESTATE PROBLEM

There are different schools of thought on the approach that the government should take
to the banking/real estate problem.

One school believes that requiring higher levels of bank reserves and mergers between
banks, along with transference of bad loans off their books, will create a more stable banking
system and thus an improvement in the economy. This holds that if banks were more stable
because of bigger size and fewer bad loans, they would make more loans and thus the
economy would improve.

The problem with this argument is that the lack of demand in the economy is to a
significant degree a function of lack of liquidity in commercial real estate, i.e. the frozen collateral
problem. Massive excess debt related to property-backed loans is causing much of the
problem. Because so many companies are burdened with so much bad property debt, few can
consider aggressive investment. It would be difficult for banks to justify new loans to them even
if such banks do have fewer non-performing loans on their books, so using public money to buy
up the bad loans in itself will not solve the problem of the real economy.

Another school believes the plans should be more directed at the fundamental issue of
disposing of the real estate collateral related to the bad loans.

It is important to examine why this issue is so critical. Our Goldman Sachs’ experts in
Japan have provided this example. Suppose a bank lent one million yen to a real estate
developer at the peak of the bubble and that developer used the entire proceeds to buy a
property worth one million yen. Now let us assume the property is worth only 200,000 yen. The
bank can take reserves against the difference, but the developer still owes it one miilion yen. If
the bank takes the property and realizes the 200,000 in value the developer will still owe it
800,000 yen. It is unlikely the company has the resources to write down 800,000 yen and would
thus have to report negative equity. So the developer will not willingly acquiesce in a situation
where he is left with debt and no equity, and thus will resist transferring the property. That
means the property that could be developable is sitting there undeveloped because the real
estate company has no funds to develop it. There are many properties in Japan that consist of
small stores or parking lots that could be developed but are not for this reason. In the US S&L
crisis once collateralized properties were sold at market prices the real estate development
industry thrived.

The best way for the property to move would be for the bank in question to draw down its
reserves of 800,000 yen against this bad loan and provide debt forgiveness of roughly that
amount to the real estate company and then receive the real estate, or equity in the company, in
return. This way the property can be sold and developed by someone with the resources to do
so or by the now less burdened original owner, if the equity option is used.

Why don’t the banks do this? To continue the same example, the bank has aiready
written the loan down to 200,000 yen. It must fund this remaining 200,000 yen of the loan. With
interest rates of 0.5% the cost is cheap. If the economy recovers, rates will go up only on the
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200,000 yen of debt. But if they go up because the economy is recovering, then the value of the
real estate is likely to increase and there is a good chance that the bank will make more money
by waiting then it would lose in interest expense. In addition, if the bank took the asset over, this
would be a bad time to sell it. If it could own and develop the real estate that would be a different
matter, but it cannot legally do so. And if the bank did seli the property, it would have little to do
with the funds since loan demand is so weak.

So the government must resolve the conflict between the interests of the overall
economy in seeing real estate collateral move into the hands of those who can develop it and
the interests of banks and current holders who for different reasons do not have strong interests
in disposing of it. If the government cannot satisfactorily address that issue, this part of the
economy will remain moribund.

The numbers are formidable. Goldman Sachs analysts estimate that during the so
called “bubble period” from March 1985 to March 1994, the top 19 banks lent a total of 67 trillion
yen to real estate, construction and non-bank companies. Of this, they estimate that 61 trillion
yen is bad debt (91%). This figure is based on an analysis of total cash available for interest
payments by high risk borrowers relative to the amount of debt they have outstanding. Within
this figure there is, of course, still some collateral value (roughly 22 trillion yen), so the estimate
of total losses is about 39 trillion out of 61 trillion (or 83%). These analysts estimate that the top
19 banks have already taken loan losses of 40 trillion yen. The big question now is whether the
government can coax the banks into giving debt forgiveness of a similar amount and liquefying
the frozen collateral.

SECURITIZATION. One way of getting real estate collateral off of the books of the
banks and into the market at market prices is securitization. In the US in the early 1990s, the
majority of issues of securitized real estate were the result of very aggressive issuance by the
Resolution Trust Company as part of its cleanup of the assets of large numbers of bankrupt
banks.

Japanese banks have not had to securitize assets because the system allows banks
great forbearance with non-performing loans, including tax benefits and very low interest rates
which (as noted above) reduce the cost of carrying collateral associated with bad debts. Thus
there have been few bankruptcies and little incentive to securitize the collateral backing non-
performing loans.

Nonetheless, this is an option going forward. However, for construction or real estate
development companies, most of which have not written down their non-performing assets,
placing such assets in a securitized asset instrument would require them to incur losses, as in
the example above. These are also numerous bureaucratic and regulatory impediments to
creating highly liquid securities like US REITS.

THE FUTURE OUTLOOK

The government/LDP blueprint for reform of the banking system — the Comprehensive
Plan for Financial System Revitalization — expands the scope of the plan announced last
December to make available 30 trillion yen, about 215 billion dollars, of public funds to deal with
banking failures and recapitalize the stronger banks. More details are to be provided at the end
of this month. New lIegislation will be presented to the Diet. The plan aims to promote the
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aggressive disposal of bad loans within the banking system, improve bank disclosure,
strengthen bank supervision and restructure the financial system.

The concept of the ‘bridge bank’ proposed by the Plan is especially important and
positive. It aims to ensure that credit will be provided to well performing companies during the
‘period of bank restructuring and thereby avoids exacerbating the credit crunch. Bad debts will
be taken out of failed banks and put on the books of the Resoluticn and Collection Bank, which
will collect the debts if possible and sell any associated collateral.

But who owns the bad debis is not as important as what is done with them. The ultimate
success of this process will hang on whether it will lead to a major series of debt workouts and
collateral disposition at market prices — by failed banks and by the healthier surviving banks.
That will, in turn, boost investment in real estate and strengthen the real economy.

Some of the bad loans and loan collateral now on the books of the large banks can be
sold to the Cooperative Credit Purchasing Corporation. In some cases loans and collateral will
be securitized. And the government has indicated that it wili provide tax measures to allow
banks relief in writing off bad loans. Whatever the method, the key is to induce banks or
whoever ends up with the loans to quickly and on a massive scale undertake debt workouts of
bad loans. That will improve, and make mare reaiistic, the balance sheets of many corporations
and real estate companies who now hold these depressed real estate assets on their books at
inflated, unrealistic prices. And it will move collateral (that is currently locked up)into the market
at prices that will attract new buyers and new investment in real estate development on
profitable terms.

On the macro front, two peints are worth noting:

— The likelihood has grown that the near future will see an acceleration in the pace
of structural reform. Structural reform will boost the economy’s potential growth rate over the
intermediate and long terms, but in the near term it will lead to an increase in deflationary
pressures in the form of employment cutbacks and further declines in asset prices.

— Japan's fiscal policy stance as of the FY1998 initial budget stage was a
contraction of 0.6% of GDP. However, accounting for the additional fiscal stimulus measures
incorporated in the supplementary budget that recently passed the Diet, the actual fiscal stance
for FY 1998 will turn positive +0.8% of GDP (or which public works will be +0.6%, personal
income tax relief +0.2%). We expect a negative 0.8% growth rate for Japan for calendar year
1998 and flat growth for 1999.



41

Chairman CRANE. Thank you, Dr. Hormats.
Dr. Paal.

STATEMENT OF DOUGLAS H. PAAL, PRESIDENT AND
FOUNDER, ASIA PACIFIC POLICY CENTER

Mr. PAAL. Thank you, Mr. Chairman. It’s a pleasure to be here.

Having had the case made by previous witnesses that the situa-
tion is quite serious, I'd like to address the question of what do you
do under these circumstances with respect to Japan.

Japan is at an impasse. It’s in a period of incomplete political re-
form and incomplete economic and financial services reform. And
in this period of imperfection, they’ve been hit by a financial crisis
for which the economic system and the political system appear in-
adequate to deal with the situation. Under these circumstances, we
face a question of what do we do as a nation. Do we do nothing?
After all, it’s mostly Japan’s problem to solve. Or do we do some-
thing? If we decide as, typically, Americans do, that we ought to
do something, the question is do we do it in a negative fashion? Do
we scold or levy sanctions to find some way to put pressure on
Japan. Do we combine that with a more positive approach that we
adopted—generally positive approach? I think for the moment a
generally positive approach toward the Japanese is the appropriate
one.

The range of required actions to address the crisis in Japan is
broad and primarily requires self-help by the peoples of the coun-
tries concerned in the region. But they are literally finding the
ground washing out from under them as Japan’s crisis deepens.
First, we should avoid the temptation to assess blame or take de-
light in Japan’s problems, coming as they do after a period of
1980’s Japanese triumphalism. An American display of
triumphalism now over our own improved circumstances is equally
out of place.

We need publicly to avoid the finger-pointing of recent months,
which has built a negative image in Japan among the Japanese
public about American officials. Rather, we should treat the Japa-
nese as the friends they truly are. We know our friends in our
times of need, and so will they in their time of need.

Second, the U.S. administration needs to pull its Japan policy to-
gether in a fashion worthy of the name. Lacking anyone of personal
authority or expertise on Japan in its senior ranks, the administra-
tion’s policy now is an adjunct of the Treasury Department’s con-
cerns. Treasury has many fine people trying to do the right thing,
but they need the help of the rest of governmental establishments.
The National Security Council, for example, lacks a senior director
to manage overall Asian affairs right now. It’s essential that who-
ever is chosen for this position have the capacity to pull together
a coherent Japan policy as part of overall policy toward an Asia in
crisis.

Third, the President and Congress should work together to dem-
onstrate to the Japanese people that we are on their side as they
struggle to overcome the situation. I think that by creating a visi-
ble and high-ranking interagency team, consisting of the appro-
priate representatives from around the government, and naming a
private bilateral advisory commission, which takes Bob Hormats’
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recommendation a slight step farther by making it more organized
and official, and have them go to the Japan and offer advice and
assistance where possible, we can redress some of the damage done
by angry words and verbal shoving in recent months.

Let me stress again that in the end, this is Japan’s problem to
solve. But as many veteran observers of the Japanese scene have
noted, Tokyo is currently beset by a pattern of exceptionally weak
political leadership, disconnected uncharacteristically from a dis-
credited bureaucratic elite. It’s very hard to see the mechanisms
whereby policy will be formed and executed expeditiously. If our
help can accelerate this political process, we should give it.

Current technical advice to Japan can be supplemented by sys-
tematic visits to a broad range of the leadership. A bilateral com-
mission, preferably led by former Federal Reserve and Resolution
Trust Company officials, can create psychological pressure on the
Japanese elites as they’re televised going from office to office, offer-
ing ways out of their circumstances.

And what should they tell the Japanese? My fourth recommenda-
tion is to urge that the Bank of Japan be pressed to increase the
money supply. For example, by buying up Japanese government
bonds, they can release yen into the economy, reversing the defla-
tionary slide that has helped erode consumer confidence. I might
note that just last night the central bankers meeting in Tokyo
agreed on a new yen facility for the region which would do just that
with foreign purchasers of the Japanese government bonds.

Obviously, accelerated banking reform is necessary. Japan’s pro-
posed “bridge bank,” meant to function like our RTC, is a necessary
ingredient and should be enabled to function as soon as possible.
That may be in danger in the current circumstances in Japanese
politics. Bad debts and failed banks need to be confronted and lig-
uidated. Depositors should be protected with public funds as nec-
essary.

Taxes need to be reduced. High marginal income taxes should be
reduced to G-7 levels, and capital gains taxes on real estate trans-
fers lowered to the same sorts of levels.

Financial services need deregulation. And the Japanese markets
need to be open. Japanese past assistance in the post-war era to
its Asian neighbors is being wiped out, and its effect, as they linger
in the patterns of the past, is being felt at home. It’s time for
change. But this should be done—addressed—I think at the mo-
ment in a positive sense.

Fifth, more concerted efforts are needed to deal with specific cri-
ses in the region. There is scope, for example, for a combined hu-
manitarian and political relief initiative for Indonesia as outlined
some weeks ago by former ambassador Paul Wolfowitz.

Members of the committee, in closing I want to stress that the
collapse of the Japanese economic bubble seems for the moment to
have been more of benefit than harm to short-term U.S. interests.
But we must not overlook the aspects of our own situation that
look more like a bubble everyday. Our own financial institutions
have been made more healthy after the S&L crisis. American firms
are increasingly productive and so on. But American stock markets
are dizzyingly high and real estate values are rising. In a very real
sense, the choice before us today is to let the air out of our bubble
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slowly and relatively harmlessly or wait for a swing in market
forces to scythe through our financial institutions. The sooner we
can help the Japanese stabilize their situation by facing up to the
extremely tough and painful choices they themselves face, the soon-
er asset flows will become more stable for ourselves and the friends
in Asia we have worked so hard for generations to help grow and
prosper.

Thank you.

[The prepared statement follows:]
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Statement of Douglas H. Paal
President, Asia Pacific Policy Center
Committee on Ways and Means
Subcommittee on Trade

July 15, 1998

Mr. Chairman and members of the Subcommittee on Trade of the Committee on Ways
and Means, thank you for the opportunity to appear before you on the pressing issue of
the Asian financial crisis. Events of the past weekend in Japan, with the humiliation of
the Liberal Democratic Party at the polls and the resignation of Prime Minister Ryutaro
Hashimoto, make exceptionally timely your consideration of the direction of Japan’s and
Asia’s economies.

As a frequent traveler to the Asia Pacific region on behalf of the non-profit research
institution I head, the Asia Pacific Policy Center, I have had repeated opportunities to
observe the evolution of the current crisis first-hand. The most important message I
have to offer you from my observations is that the Asian crisis is far more severe and
threatening ultimately to our own well-being than is widely perceived here. This is,
therefore, a time not for new efforts to close markets, but to identify new sources of
growth, liquidity, and exchange rate stability. If the United States can summon the
wisdom and means to help accomplish these objectives, we can stave off the economic
dislocation and political retrogression that will almost surely occur otherwise.

Permit me to illustrate: Japan is in recession beset by a broad range of declining
indicators despite a prime rate near zero, intended to stimulate lending and boost growth
for the past several years. The overburden of bad debt on Japan’s banking system, a weak
stock market, and sagging consumer confidence render bankers less willing to extend
credit, helping to shrink the economy. Due to recent partial reforms of Japan’s financial
services structure, more and more investors and institutions are free to move their assets
offshore, a welcome development by itself, but further beggaring the banking system in
Japan at a time of crisis. According to Jesper Koll, of J.P. Morgan Japan, approximately
Y23 trillion will flow into the safe haven of U.S. asset markets before the end of this year.
By selling these yen to buy dollars, investors are placing downward pressure on the yen
that intervention by central banks alone cannot reverse. This of course reduces the prices
of Japanese products and contributes to our bilateral trade imbalance.

The massive flow of money, and not just from Japan, into the safety of U.S. assets --
bonds and securities -~ has created a glowing atmosphere of well-being in this country.
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Our stock markets are high and climbing, yield curves on bonds have flattened, and
inflation is held in check. Add these developments to our home-grown improvements in
productivity and management, and a sense of invulnerability becomes impossible to
avoid. '

But all this will come to an end. We are not invulnerable, neither economically nor
politically. In the short run, we are already seeing negative effects on sales of American
exports to the region. In the longer run, the flow of money into the U.S. markets will
someday reverse, when the yen and other Asian currencies reach a price so low that their
assets become irresistibly cheap. That reversal may come swiftly or slowly, and the
consequent American market swing downward may be brutally quick or mercifully
prolonged. What we do now can affect the outcome.

Japan’s prolonged crisis is dragging the region down. As Japanese banks wrestle with
bad debt, they are repatriating assets from elsewhere in Asia. As the yen falls, they do so
faster. Richard Koo of Nomura Research estimates that for every single yen that the
currency declines against the dollar, a trillion yen are withdrawn from the available
liquidity in the region. For Indonesia, Thailand, Malaysia, the Philippines, and even
Singapore and Hong Kong, this means less credit available to finance exports and roll
over current debt as they try to emerge from the financial crisis that began a year ago.
Even China, which has performed relatively healthily, has begun to issue warnings of its
concerns. By deepening the deflation and recessionary trends of the beleaguered
economies, the policy impasse in Japan is raising frightening political prospects for the
region.

As Fareed Zakaria noted in The New York Times last week, the great post-war success of
the United States in building a market-oriented, increasingly democratic Asia is being put
atrisk. Indonesia, as a result of the crisis, has removed a dictator of thirty years standing,
but at the price of losing twenty years of economic growth. The new impulse to reform is
atrisk of being snuffed out in social and economic chaos that may well flow back against
the tide for political reform due to massive unemployment and deprivation.

In Thailand, the prolonged crisis is damaging the reputation of the newly installed and
more democratically-chosen government. Malaysia’s political gears are grinding as
austerity to support the currency meets with discontent among the masses and especially
within the dominant political elite.

Korea, led by a lifelong champion of democracy whom the Congress honored in June,
Kim Dae Jong, has seen its early moves toward economic stability stall. The outlook is
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for increasing labor strife and continued resistance by conglomerates to painful structural
readjustment, delaying needed investment. Korea, incidentally, used to be one of the best
customers of American goods, running a trade deficit with us for years, but that is gone
for now, awaiting a return to growth. ‘

What needs to be done? The range of required actions to éddress this crisis is broad,
and primarily requires self-help by the peoples of the countries concerned. But they are
literally finding the ground washing out from under them as Japan’s crisis deepens.

First, we should avoid the temptation to assess blame or to take delight in Japan’s
problems, coming as they do after a period in the 1980's of Japanese triumphalism. An
American display of triumphalism over our own improved circumstances is equally out of
place.

We need publicly to avoid the finger-pointing of recent months, which has built a
negative image among the Japanese public of American officials. Rather, we should treat
the Japanese as the friends they truly are. They are vital allies for peace and stability in
the Asia Pacific region. They taught us and challenged us through competition to become
the best in the world in industries where we had sagged. They have adopted peaceful,
democratic ways, as evidenced in Sunday’s revolt at the ballot box by a seemingly
quiescent populace. We know our friends in our times of need, so too will they know us.

Second, the U.S. Administration needs to pull its Japan policy together in a fashion
worthy of the name. Lacking anyone of personal authority or expertise on Japan in its
senior ranks, the administration’s policy has become an adjunct of the Treasury
Department’s concerns. Now, Treasury has many fine people trying to do the right thing,
but they need the help of our foreign policy, defense and other governmental
establishments. The National Security Council, for example, at this moment has not
selected a Senior Director to manage overall Asian affairs. It is essential that whoever is
chosen have the capacity to pull together a coherent Japan policy as part of an overail
policy toward an Asia in crisis.

Third, the President and Congress should work together to demonstrate to the Japanese
people that we are on their side as they struggle to overcome the situation. By creating a
visible, high ranking inter-agency team and naming a private bilateral advisery
commission to go to Japan and offer advice and assistance where possible, we can
redress some of the damage done by angry words and verbal shoving.
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Let me stress that in the end this is Japan’s problem to solve. But as many veteran
observers of the Japanese scene have noted, Tokyo is currently beset by a pattern of
exceptionally weak political leadership, disconnected uncharacteristically from a
discredited bureaucratic elite. It is very hard to see the mechanisms whereby policy will
be formed and executed in an expeditious fashion. If our help can accelerate the political
process that must precede economic recovery, then we should give it.

Current technical advice to Japan can be supplemented by systematic visits to a broad
range of Japanese political leaders. A bilateral commission, preferably led by a former
Federal Reserve Chairman and Resolution Trust Company (RTC) chief executive, can
create psychological pressure on the Japanese elites as they extend a hand to them to
overcome their inhibitions and begin to act more swiftly.

What should they tell Japan? My fourth recommendation is to urge the Bank of Japan to
increase its money supply. For example, by buying up Japanese Government Bonds they
can release yen into the economy, reversing the deflationary slide that has helped erode
consumer confidence. As interest rates subsequently rise and the economy begins to
grow again, rising rates will strengthen the value of the yen, and help improve the balance
sheets of Japan’s banks.

Obviously, accelerated banking reform is necessary. Japan’s proposed “bridge bank,”
meant to function like our RTC, is a necessary ingredient and should be enabled to
function as soon as possible. Bad debts and failed banks need to be confronted and
liquidated. Depositors should be protected with public funds as necessary.

Taxes need to be reduced. High marginal income taxes should be reduced to G-7 levels,
as should high capital gains taxes on real estate transfers.

Financial services need further deregulation. The “Big Bang,” needs to be moved along
faster, so that Japan’s economy reverses the tendency to hollow out as asset managers
move funds abroad to improve results. Naturally, too, deregulation must mean opening
closed markets to absorb exports from the afflicted Asian economies. Years of Japanese
assistance to Asia in the post-war era are being wiped out as the goods Japan’s friends
produce go unsold due to shortages of trade financing and closed Japanese markets.

Fifth, more concerted efforts are needed to deal with specific crises in the region. There
is scope, for example, for a combined humanitarian and political relief initiative for
Indonesia, as outlined some weeks ago by former Ambassador to Jakarta Paul Wolfowitz.
American food and medical aid, assistance with distribution, and help at organizing new
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political parties by U.S.-funded non-governmental organizations might constitute the core
of such an initiative. Ideally, we should assign a high profile individual to mount a
multilateral effort to help Indonesia adjust to the many political, economic, humanitarian
and other stresses it is suffering.

Members of the Committee on Ways and Means, in closing I want to stress that the
collapse of the Japanese economic bubble seems for the moment to have been more of
benefit than harm to short term U.S. interests. But we must not overlook the aspects of
our own situation that look more like a bubble every day. Yes, our financial institutions
have been made more healthy after the S&L crisis, American firms are increasingly
productive, and so on. But, American stock markets are dizzyingly high, real estate
values are rising.

In a very real sense, the choice before us today is to let the air out of our bubble slowly
and relatively harmlessly or wait for a swing of market forces to scythe through our
financial institutions. The sooner we can help the Japanese stabilize their situation by
facing up to extremely tough and painful choices themselves, the sooner asset flows will
become more stable for ourselves and the friends in Asia we have worked so hard for
generations to help grow and prosper.

Thank you.
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Chairman CRANE. Thank you, Dr. Paal.
Mr. Prestowitz.

STATEMENT OF CLYDE V. PRESTOWITZ, JR., PRESIDENT,
ECONOMIC STRATEGY INSTITUTE

Mr. PRESTOWITZ. Thank you, Mr. Chairman. I'd like to reiterate
the warning issued by some of the early commentators. At the mo-
ment, it seems to me that the situation in Asia is something that
we haven’t seen in the world since about 1930. Hundreds of mil-
lions of people are being pushed back into a poverty they only re-
cently escaped.

The bulk of Asia and perhaps much of the rest of the world is
teetering on the brink of disaster, and the key to how that turns
out—whether, in fact, we do have a disaster or whether we manage
to snatch victory from the jaws of defeat—is Japan. It is virtually
impossible to imagine that Asia can recover without a revitaliza-
tion of the Japanese economy. And it may also be the case that the
global trading system cannot stand the impact of continued con-
traction and decline of the Japanese economy.

Over the last 25 or 30 years, the United States has had an al-
most unending series of trade frictions with Japan. And the United
States is not alone. The European Union and, indeed, the countries
of the rest of Asia have had similar kinds of disputes with Japan.
And these have often been discussed in terms of market opening;
in terms of possible sanctions or threats. There have been endless
negotiations, and a number of agreements have been reached. Most
of those agreements, according to a recent survey by the American
Chamber of Commerce in Tokyo, are either not working at all or
not working fully. And we could spend a lot of time talking about
each one of them. Some of them have been raised already in testi-
mony this afternoon. But I think the fact is that they are all, in
fact, manifestations of a much bigger issue. And the much bigger
issue is now evident from the systemic problems of the entire Japa-
nese economy. The problem here is not a banking problem, al-
though there is a financial crisis. It’s not just a lack of stimulating
in the Japanese economy, although there is a lack of stimulation.
It’s a systemic crisis. And I think that it has to be addressed in
that manner, both by the Japanese and by those outside of Japan,
including the United States, who care about this issue.

Surely, Japan needs to carry through the banking reforms that
have been described. Surely, Japan could use a tax cut. I would
prefer an abolition of the consumption tax, as opposed to a cut in
income taxes because most Japanese don’t pay income taxes. But
you can quibble about that. The point is yes, they need a tax cut;
yes, they need to fix the banks. They need to take whatever it is,
$500 billion, a trillion dollars, and pay off the bad loans. And yet,
all of that will not fix the problem in Japan.

It’s a little bit like giving a blood transfusion to a patient who
needs a heart transplant. He needs the blood transfusion to stay
alive, but he needs the heart transplant to really get well. And the
heart transplant in this case is a thorough restructuring and de-
regulation of the Japanese economy. It’s land reform. It’s creating
a real market for real estate so that real estate actually trades at
market values. It’s getting rid of the main bank system and life-
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time unemployment so that you create a real labor market. It’s
decartelizing the structure of much of the distribution system so
that manufacturers cannot tie distributors to them. It’s a whole
range of issues, and perhaps most importantly is establishment of
a true rule of law so that bureaucrats do not have the ability to
administer administrative guidance.

These are very far-reaching changes that imply very substantial
social and political adjustments. They will not be easy. And it
seems to me that the best thing the United States can do is to meet
quickly with whoever the new Japanese leadership is to outline our
own thoughts about the direction Japan might profitably go and
perhaps to convene a—several meetings—an extraordinary meeting
of APEC leaders to develop an Asia recovery plan on which Japan’s
recovery would be the central part; a meeting of the World Trade
Organization to address the question of how to insulate the trading
system from the impact of a continuing Japanese decline.

Thank you very much.

[The prepared statement follows:]
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Mr, Chairman, perhaps the greatest challenge facing the global economy in the near term
is restoring the soundness and health of the Japanese economy. To put it simply, we
cannot achieve stable, long term global growth without turning Japan into a greater
consumption engine than it currently is. I believe that America’s bilateral trade agenda
with Japan can play an important role in further liberalizing Japanese markets, but more
importantly American efforts in this area can help reduce some of the institutional
resistance in Japan which has contributed to Japan’s current economic malaise.

Today’s hearings are meant to focus on broad U.S.-Japan trade relations, including the
numerous agreements that have been reached under the Framework for a New Economic
Partoership with Japan which was initiated in 1993. A quick review of these agreements
will show unsatisfactory results, at least to some degree, in nearly every sector. The
expectations regarding penetration of Japan’s automobile sector, particularly through
domestic dealership agreements have not been met. The import levels of foreign flat
glass into the Japanese market have been extremely disappointing and there are still
concerns that Japan’s flat glass cartel remains fixed in place. There are widespread
complaints from American firms that Japan is still dragging its feet on implementation of
the government procurement agreement. Furthermore, the American Chamber of
Commerce in Japan recently released an 11-page line item set of objections and
challenges to Japan’s implementation of the U.S.-Japan Insurance Agreement, which was
widely lauded at its signing to be the best of the accords reached under the new
framework. And in yet another sector, the Chairman of the Federal Maritime
Commission, Harold Creel, has recently expressed his serious concern that Japan’s
implementation of the agreement reached between Japan and the United States last
October to reform Japan’s port practices falls far short of expectations.

For those of us who have been in the trade negotiation business for some time, the
failures and shortcomings of these agreements are not surprising. While I would agree
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that there have been some important points of progress in the sectors covered by these
agreements, the process as a whole has not yielded much. Our strategy has been episodic
and incremental, when in fact recent events in Japan demonstrate the great magnitude and
systemic nature of Japan's economic problems.

I believe that it will not be fruitful to further pursue a trade liberalization strategy with
Japan that is divorced from Japan’s current economic troubles. Although I have long
been an advocate of opening Japan’s markets fo American products, of preserving
American economic interests in a relationship that has been structurally out of balance for
too long, and of enforcing agreements with Japan through U.S. trade law as well as
through the World Trade Organization, I think that the U.S. needs to do a better job of
targeting its efforts to achieve results which both restore Japan’s overall economic
robustness and which preserve the interests of the United States and the global trading
system.

We must do what we can to help guide Japan out of a framework in which bureaucrats
within the Ministry of Finance, Ministry of International Trade and Industry, as well as
across the Japanese government feel that they can regularly outperform results which the
market would have provided. Japan is not only an over-regulated economy, it is one
which is generally governed by an ethic of informal controls, a system of arbitrary and
ambiguous enforcement — rather than a system like that in the United States in actions are
legal unless specifically regulated against. Very often in Japan firms feel that they are
permitted to do what the regulations actually instruct or allow them to do. Venturing into
gray areas where the government has not written code — something that any
entrepreneurial culture thrives on — is not a normal practice in Japan, Thus, deregulating
Japanese industry will be a challenging and difficult process because the ethic and
mindset of business and regulator must change and must be supported within the courts in
a transparent and predictable fashion.

However more importantly, the Japanese economy is at a crucial juncture — either steps
will soon be taken to restore both domestic and global confidence in Japan’s long term
economic prospects, or things look very bleak for both Japan and all of those nations,
including the United States, which have developed an interdependent financial
framework.

The electoral results in Japan are a telling exclamation point marking the seriousness of
Japan’s economic plight. After months of insisting its vast wealth immunizes it against
the Asian economic flu, Japan now seems to be contracting an especially virulent case,
with its economy now shrinking at a 2 percent annual rate. In response to domestic and
foreign pressure, Prime Minister Ryutaro Hashimoto announced a $120 billion public
works stimulus package and was promptly criticized by Sony Chairman Norio Ohga, who
said Japan is on the verge of meltdown and joined foreign analysts in calling for tax cuts
to go along with the spending. But it seems that Hashimoto and his advisors did too little
too late and were handed a stunning defeat in last Sunday’s Upper House election.
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The message could not have come at a more crucial moment. With the continuing Asian
economic crisis pushing hundreds of millions of people around the Pacific back into the
poverty, Asia and much of the rest of the world is teetering on the brink of a kind of
calamity not seen since 1930. Compromising over two thirds of total Asian GDP, Japan
could be an engine of growth along with the United States to help pull Asia away from
the edge. Over the past several years, however, stagnation and policy dithering in Japan
have only exacerbated the problem. Staggering under a mountain of bad loans, Japanese
banks have cut their lending to the rest of Asia, while Japanese importers have reduced
their buying. At the same time, a steadily weakening Japanese yen has made Korean,
Taiwanese, and other Asian exports less competitive in world markets and nearly
triggered a potentially disastrous Chinese devaluation just before President Clinton’s trip
to Beijing. Joint U.S.-Japanese intervention in the foreign exchange markets to support
the yen stopped its slide and bought a “window of opportunity” for introduction of new
measures to revitalize Japan, and through it the rest of Asia. Now the question is whether
Japanese leaders will heed their public and act boldly before the window shuts and a
further slide of the yen triggers a total melt-down in Asia and possibly the rest of the
world.

While the decision of Japan’s voters is a welcome change, it does create uncertainty and
the possibility of delay of important reforms. Therefore, it is important that the United
States and other countries move quickly to reinforce and elaborate the message of the
Tapanese electorate. As soon as a new Japanese leader is chosen to replace departing
Prime Minister Hashimoto, President Clinton should consider inviting him for a holiday
consultation in Hawaii. The administration should urge that Japan take immediate, bold
steps to restore the health of its banking system, to stimulate its economy by regenerating
consumer spending, and to discourage further devaluation of the yen.

For the past several years, Japan’s sick banks have been strangling the economy by
cutting back on lending in an effort to repair their balance sheets and maintain capital
adequacy. Recently announced plans for a government orchestrated “Total Plan” to take
over and dispose of bad loans and possibly close insolvent banks while maintaining
lending to credit worthy borrowers have been greeted with skepticism because the criteria
for separating the good from the bad were vague while the announced two to five year
time frame seemed entirely too long. In short, it looked too much like the same old thing.
To prove they mean business, Japanese leaders must spell our the criteria to be used in
judging which banks should be closed, and they must aim to complete the clean up in six
months. They must also pass legislation to assure that Japanese depositors are guaranteed
against loss.

To stimulate the economy, Japanese leaders have focused strongly on increased public
works spending. Although generally rife with corruption and inefficiencies, this may be
helpful in current circumstances and should be carried through as quickly as possible.
does not, however, address the problem of the extremely low level of consumer spending
which is a striking aspect of the current Japanese malaise. Although there has been talk
of an income tax cut as a possible remedy, such a reduction would have only a limited
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effect because the vast majority of Japanese currently pay little or no income tax. What is
really needed is a revamping of the tax system away from the taxation of consumption.
The United States should urge Japan to consider quick abolition of its consumption tax
along with introduction of mortgage interest deductibility to stimulate new home buying.
Other incentives such as government issued coupons for rebates on big ticket items could
also be considered. While all this is aimed at jump starting the Japanese economy, Japan
can only regain long term health by thorough deregulation and decartelization of Japan’s
business structure.

On another front, land use regulations are among the major drags on the Japanese
economy. At the moment, 15 percent of metropolitan Tokyo is in vegetable patches,
while the Japanese public is compelled to live in tiny houses that inhibit consumption
simply because they can't hold a second telephone or television set. Rezoning, reduction
of agricultural subsidies and revamping of building codes would unclog this bottleneck
and unleash a tidal wave of increased consumption of all kinds.

Electricity, airline tickets, telephone calls, taxi rides, hospital stays, package delivery and
most retail goods cost substantially more in Japan than elsewhere because their sale is
heavily regulated. Allowing free entry into these and other regulated businesses would
greatly reduce prices and thereby stimulate further consumption and economic growth.
What is really needed is a revamping of the tax system away from the taxation of
consumption. The United States should urge Japan to consider quick abolition of its
consumption tax along with introduction of mortgage interest deductibility to stimulate
new home buying. Other incentives such as government issued coupons for rebates on
big ticket items could also be considered.

Finally, cartels and anti-competitive business practices constitute a major cause of
excessively high prices and sluggishness in the Japanese economy. This situation could
be changed dramatically by allowing corporations as well as the Fair Trade Commission
to file antitrust actions. An introduction of criminal penalties along with triple damage
awards would also put teeth into the anti-monopoly laws, as would substantial increase in
the staff and budget of the FTC.

To ensure that Japan takes these or other recommendations seriously, it might be
necessary for world leaders to convene an extraordinary session of the World Trade
Organization. It was John Maynard Keynes who proposed in the 1940s that a world trade
body should have emergency measures for handling threats to the trading system arising
from chronic surpluses as well as from excessive deficits. Perhaps it is time for the WTO
to come to grips with this long-recognized problem in a way that would encourage Japan
seriously to consider a thorough opening of its market to both domestic and foreign
enterprises.

Furthermore, the President and the new Prime Minister could make a joint call for an
extraordinary meeting of the leaders of the Asia Pacific Economic Cooperation forum
(APEC) to develop a credible Asian recovery plan. Such a meeting should include the



55

International Monetary Fund and the World Bank and should focus on methods of
providing greater stimulus to APEC’s hard hit economies.

Mr. Chairman, when Japan was doing well economically, it could easily dismiss the
complaints for foreign competitors and trading partners as the protectionist whining of
incompetent managers and political leaders who were avoiding the difficult decisions
necessary to become competitive. But Japan’s current economic slump has been
generated by the very policies that foreign governments have been wamning against and
complaining about for years. Japan is still a rich nation, but the managers running the
country have done an exceptionally poor job of marshaling resources to benefit Japan’s
citizens and in providing stability and growth to the global trading system.

We need to press Japan to live up to past trade agreements, but most importantly, we need
to regularly and persistently send the message to Japanese officials via the Japanese
public — who is listening — that they need to get out of the business of micromanaging the
economy to fulfill their mercantilistic objectives and have more faith in market forces,
which will benefit Japan’s consumers, its economy, and the nation at large.
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Chairman CRANE. Thank you, Mr. Prestowitz.
Mr. Lindsey. Dr. Lindsey, excuse me.

STATEMENT OF BRINK LINDSEY, DIRECTOR, CENTER FOR
TRADE POLICY STUDIES, CATO INSTITUTE

Mr. LINDSEY. Mr. Chairman, it’s Mr. Lindsey.

Chairman CRANE. Oh, it is Mr. Lindsey.

Mr. LINDSEY. Mr. Chairman, Members of the Trade Sub-
committee, I appreciate the opportunity to come before you today
and discuss the situation in Japan and what, if anything, the
United States can do about it.

The other witnesses in their written and oral testimony have
sketched a grim portrait of economic conditions in Japan. I gen-
erally concur with that assessment. Today, I'd like to spend a little
bit of time, before talking about the proper U.S. response, I'd like
to spend a little bit of time putting today’s conditions in Japan in
context. Because while Japan’s serious problems are certainly
cause for concern, they also ought to be some cause for embarrass-
ment on the part of those Japan experts who not so long ago
thought that the Japanese economy was a vastly superior economic
model to our own.

As we discussed in a paper, to be published shortly by the Cato
Institute, the so-called revisionists, including Clyde Prestowitz, sit-
ting beside me, believed that they had discovered in Japan a new
and superior form of capitalism. Well, the revisionists turned out
to be wrong. In particular, they completely misread the significance
of Japan’s distinctive system for allocating capital. They thought it
was a source of Japan’s strength. But, in fact, it turned out to be
an Achilles’ heel.

The Japanese financial system systematically insulated decisions
about allocating capital from market signals. With a heavy reliance
on bank lending, an absence of transparency and full financial dis-
closure, and a suppression of equity markets through stable cross-
share holding, the Japanese system allocated funds according to es-
tablished relationships and government targeting of strategic in-
dustries rather than in pursuit of the highest market return. Revi-
sionists praised this system for its long-term focus. In fact, the ab-
sence of market discipline and feedback produced the wild specula-
tion of the bubble economy during the 1980’s and the resulting bad
debt mess of the 1990’s. It has wasted the hard-earned savings of
the Japanese people on a truly mind boggling scale.

To regain economic health, Japan must address the bad debt cri-
sis. Insolvent institutions must be allowed to fail. Weak institu-
tions must be merged into stronger ones. Good assets must be sep-
arated from bad. Bad assets must be foreclosed on and written off.
Without resolution of this central problem, the Japanese financial
system will remain paralyzed, and many other beneficial reforms
are, therefore, unlikely to do much good. After all, it’s hard to have
capitalism without capital.

Well, is Japan going to do the right thing? On the positive side,
the recently announced total plan does at least create a structure
for dealing with the bad debt crisis that could work. But implemen-
tation is everything, and the political obstacles that stand in the
way of effective follow-through are formidable. Those political ob-
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stacles may have been eased or may have worsened by the recent
election results. It’s too early to know. At this point, a healthy
skepticism about expeditious reforms remains in order.

Whatever happens, though, we must face the fact that the
United States can do very little to affect this situation. This is not
a trade dispute. I disagree with the suggestion that this matter be
referred to the WTO. The WTO has neither the mandate nor the
competence to address domestic economic policy issues such as
those that are currently afflicting Japan. This is a matter of purely
domestic economic policy, albeit with international ramifications.
And it will be handled or not by the Japanese in accordance with
domestic political realities. It’s argued, of course, and truly that Ja-
pan’s problems do affect the rest of the world. Japan’s economic
weakness is worsening the larger crisis in east Asia. And a full-
scale Japanese meltdown could drag the rest of the world into re-
cession.

Well, while it’s true that we live in an interdependent world, this
is also a world of sovereign nations. As much as it pains us, we do
not control the domestic economic policies of other countries. West-
ern Europe, for example, has suffered for years now from chronic
double-digit unemployment. This problem saps the vitality of that
continent and may, over the long term, breed serious social
pathologies.

At the root of the problem are bad policies—rigid labor market
regulations and dependency-generating social insurance programs.
Although we as Americans and other people around the world
would surely benefit from a more dynamic Europe, we realize that
we have little standing or leverage to affect domestic policies there.
We need to come to the same kind of humble realization with re-
spect to Japan.

If Japan does make necessary reforms, the process is going to be
driven not by foreign political pressure, but rather by economic
pressure. Japan announced its “Big-Bang” reforms not because of
U.S. haggling, but because of the perception that Tokyo was becom-
ing a financial backwater by comparison to the more competitive
and dynamic markets of London and Tokyo.

Likewise, the pressure of yen leaving the country in search of a
decent return will do more to promote financial restructuring than
any amount of U.S. table pounding. Over the long term, the most
effective thing that we can do to encourage market-oriented re-
forms in Japan is to set a good example. If the United States keeps
its own house in order, our superior economic performance will act
as a spur to the Japanese and other countries around the world to
follow our lead. Apart from a good example, we can provide exper-
tise and advice, but we ought to have appropriately humble expec-
tations regarding what they can accomplish. Because, in the end,
we cannot force the Japanese to do what’s good for them.

Thank you very much for inviting me here today.

[The prepared statement follows:]
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"Only Japan Can Solve Japan's Problems"

Testimony by Brink Lindsey
Director, Center for Trade Policy Studies
Cato Institute

before the Subcommittee on Trade
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Washington, D.C.
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Mr. Chairman and members of the Trade Subcommittee, I appreciate the
opportunity to come before you today to discuss the current economic problems in Japan
and their impact on U.S.-Japan trade relations.

Putting the matter bluntly, Japan's economy is a mess. The 1990s have been a lost
decade, with growth since 1992 averaging around 1 percent a year. A recession, and
perhaps a serious one, is now under way. Unemployment is at record highs. A black
hole of bad debt has sucked the life out of the banking system.

Those are just the short-term problems. The deeper structural flaws of the
Japanese system are even more daunting. Japan's whole system for allocating capital is
broken. The rate of return on capital has now fallen below that in Europe and is less than
half the U.S. rate. And over the next two decades, the working-age population will fall
by 20 percent — bad news for growth, and even worse news for the country's public
pension system.

These grim facts are certainly cause for concern, but they should also be cause for
acute embarrassment on the part of those Japan "experts" who not so long ago were
claiming that the Japanese economic model was vastly superior to our own. As we
discuss in a paper to be published shortly by the Cato Institute, those so-called
“revisionists" believed they had discovered in Japan a new and superior form of
capitalism: the so-called capitalist development state. James Fallows put it this way back
in 1989: "Japan and its acolytes, such as Taiwan and Korea, have demonstrated that in
head-on industrial competition between free-trading societies and capitalist
developmental states, the free traders will eventually lose." Clyde Prestowitz wrote a
book that same year in which he alleged that the United States and Japan were "trading
places." And as recently as 1995, Chalmers Johnson went into print with his wisecrack:
"The Cold War is over, and Japan won."

‘What happened? Why did these men, and many others as well, get things so
wrong? At the root of the matter is the fact that they completely misread the significance
of Japan's distinctive system of allocating capital, They thought it was a major source of
Japan's strength. It turned out to be an Achilles’ heel.

The Japanese financial system systematically insulated decisions about allocating
capital from market signals. With a heavy reliance on bank lending, an absence of
transparency and full financial disclosure, and a suppression of equity markets through
stable cross-shareholding, the Japanese system allocated funds according to established
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relationships and government targeting of "strategic" industries rather than in pursuit of
the highest return.

The revisionists praised this system for its long-term focus. Access to "patient
capital," they believed, took pressure off managers to achieve short-term profitability and
freed them to concentrate on market share. In fact, however, the absence of market
discipline and feedback has caused the Japanese economy to flounder, and has wasted the
hard-earned savings of the Japanese people on a truly mind-boggling scale.

Despite the shortcomings of its financial system, the Japanese economy was able
to perform impressively as long as it was playing technological catch-up with the more
advanced West. It is much easier to grow and improve productivity quickly by adopting
and adapting technologies invented elsewhere than by developing those new technologies
internally. And capital can be allocated productively even when market returns are more
or less ignored, provided that the trail of economic development has already been blazed.
Once, however, Japan reached the technological frontier, the absence of direction from
market signals became a serious hindrance.

Ultimately, the blame for Japan’s current problems lies with its failure to make
the transition from "capitalist development state” to a mature economy at the
technological frontier. Instead of making that transition, Japan first faked prosperity by
inflating the bubble economy in the late 1980s; then, after the bubble burst, it refused to
introduce market accountability into the system. Rather, the Japanese authorities let the
bad debt problem fester and worsen. This rot at the core of things has crippled the whole
economy.

To regain economic health, Japan must address the bad debt crisis. Insolvent
institutions must be allowed to fail, weak institutions must be merged into stronger ones,
good assets must be separated from bad, and bad assets must be foreclosed on and written
off. Without resolution of this central problem, the Japanese financial system will remain
paralyzed, and any other beneficial reforms are therefore unlikely to do much good.
After all, it's hard to have capitalism without capital.

In concert with cleaning up the bad debt mess, Japan does need to make
additional, broader reforms if it is to recapture its former vibrancy and dynamism. Most
importantly, Japan must restructure its entire financial system. It must allow foreign
money in, and domestic money to leave freely. It must break down artificial barriers and
allow competition to hold sway. In addition, an overhaul of Japan's tax system —and
especially a reduction in marginal rates on personal and corporate income — is needed to
unleash the productive energies of the Japanese people.

Will these things happen? On the positive side, the recently announced "total
plan” at least creates a structure for dealing with the bad debt crisis that could work; also,
the "Big Bang" reforms on financial sector deregulation are promising, and some kind of
permanent tax cuts appear to be in the works. But implementation is everything, and the
political obstacles that stand in the way of successful follow-through are formidable. At
this point, healthy skepticism remains in order. And even if Japan does everything right,
the next couple of years promise to be rough ones.

Whatever happens, we must face the fact that there is little the United States can
or should do to affect the situation. This is a Japanese domestic problem, and it will be
handled — or not — by the Japanese in accordance with domestic political realities. The
United States can helpfully point out necessary reforms, or it can confuse the issue with
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bad ideas and irrelevant diversions. But whatever it does, it does from the sidelines.
Japan's future is up to Japan.

It is important to distinguish our present concerns about Japanese policy from our
long history of trade disputes about access to the Japanese market. Trade disputes should
deal only with government policies that discriminate against goods or services of foreign
origin. The dysfunctional Japanese policies at issue don't fit that description. Failure to
clean up banks' bad debts does not discriminate against foreigners. Neither do punitive
tax rates on corporate and personal income. Neither does the hopeless attempt to jump-
start economic growth with wasteful public works spending.

It is argued, though, that Japan's problems do affect the rest of the world. Japan's
economic weakness is exacerbating the larger crisis in East Asia, and a full-scale
Japanese meltdown could drag the rest of the world into recession. There is validity to
this line of analysis, although the point can be overstated. After all, the situation in the
rest of East Asia is hurting Japan as much or more than the reverse. Furthermore, the
U.S. and IMF bailout of Mexico is more to blame for the Asian crisis than anything Japan
did.

Nevertheless, it is true that we live in an interconnected world. Prosperity in
Japan is good for us, and problems in Japan are bad for us. Our present concerns about
Japanese weakness should serve as a lesson to those who used to argue that Japanese
strength was a threat to our welfare.

But if this is an interconnected world, it is also a world of sovereign nations. As
much as it pains us, we do not control the domestic economic policies of other countries.
Western Europe, for example, has suffered for years now from chronic double-digit
unemployment. This problem saps the vitality of that continent, and may over the long
term breed serious social pathologies. At the root of the problem are bad policies —
namely, rigid labor market regulations and dependency-generating social insurance
programs. Although Americans would certainly benefit from a more dynamic Europe,
we realize that we have little standing or leverage to affect domestic policies there.

We need to come to the same realization with respect to Japan. Unfortunately,
standing in the way is a longstanding dynamic in which the United States makes demands
and Japan eventually makes concessions. That dynamic has been profoundly
unsatisfactory to both sides: the Japanese bridle at being treated like less than a
sovereign nation, while we are often frustrated when concessions turn out to be hollow
and meaningless gestures.

But whatever the questionable merits of gaiatsu, or foreign pressure, in addressing
specific market access issues, it stands no chance of being effective in the present
situation. It has been estimated, using fairly conservative assumptions, that the Japanese
bad debt mess is six times larger than the U.S. savings-and-loan crisis relative to the
overall national economy. Successful resolution would surely cause a wave of
bankruptcies and a dramatic rise in already record levels of unemployment. On the other
hand, failure to come to grips with the problem could lead to a total collapse of the
financial system. In short, the domestic stakes are so tremendous that U.S. nagging will
barely even register in the balance.

If Japan does make necessary reforms, the process will be driven not by foreign
political pressure, but by economic pressure. Japan announced its "Big Bang" reforms
not because of U.S. haggling, but because of the perception that Tokyo was becoming a
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financial backwater compared to the more competitive and dynamic markets in New
York and London. Likewise, the pressure of yen leaving the country in search of a
decent return will do more to promote financial restructuring than any amount of U.S.
table-pounding. In this regard, it should be noted that currency interventions to prop up
the yen perversely alleviate that pressure, although the effect is probably only fleeting.

Over the long term, the most effective thing we can do to encourage market-
oriented reforms in Japan is to set a good example. If the United States keeps its own
house in order, our superior economic performance will act as a spur to the Japanese, and
other countries around the world, to follow our lead. In the end, though, we cannot force
the Japanese to do what's good for them.

Thank you again for inviting me here today, and I look forward to answering any
of your questions.
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Chairman CRANE. Thank you, Mr. Lindsey.
Dr. Pyle.

STATEMENT OF KENNETH B. PYLE, PROFESSOR, HISTORY AND
ASIAN STUDIES, UNIVERSITY OF WASHINGTON, AND PRESI-
DENT, NATIONAL BUREAU OF ASIAN RESEARCH, SEATTLE,
WASHINGTON

Mr. PYLE. Thank you, Mr. Chairman. As I understand, my as-
signment in this hearing it is to discuss the political background
of our relations with Japan at this time. I will not attempt to dis-
cuss specific trade issues per se but rather the broader context of
Japan-U.S. relations within our present—within which our present
trade negotiations are set. As a result of Sunday’s election, the res-
ignation of the Prime Minister, present gaping vacuum of political
leadership have further exacerbated what I believe had already be-
come the greatest political economic crisis Japan has faced since
World War II.

It is a systemic crisis. The problem is not only the prolonged eco-
nomic slump, the unresolved banking crisis, and the uncertain
progress of deregulation, but rather in a long succession of crises
in this decade, since the end of the Cold War, Japan has shown a
bewildering lack of purpose and direction, a pattern of paralysis
and immobilism in its policy making, and a dismaying lack of lead-
ership.

In addition to the failures, to deal with the economic and finan-
cial crisis, there are many other examples of immobilism. At the
beginning of the decade in the Gulf War, there was the utter fail-
ure of Japan to muster coherent support for the international coali-
tion. And then, during our standoff with North Korea over its nu-
clear program in 1994, Japan was unable to decide whether it
could provide backup assistance for U.S. forces should there be a
conflict right next door on the peninsula.

Japan has reluctantly agreed to our insistence on a revision of
the Defense Cooperation Guidelines, but there is a mountain of leg-
islation that will be required to make these guidelines operational.
And the whole issue of whether Japan is willing to engage in col-
lective self-defense remains unresolved.

In the Kobe earthquake and the nerve gas attack in the Tokyo
subways in 1995, and then in the 1996 Peruvian hostage crisis at
the Japan ambassador’s residence, Japan demonstrated an appall-
ing lack of effective crisis management. Japanese leadership has
also failed to reach consensus about responsibility for its militarist
past, at great cost to Japan’s international standing.

In short, there is a broad pattern of systemic stalemate, a paral-
ysis of institutions and policymaking that cast doubt on the likeli-
hood of Japan’s ability to contribute to solution of the Asian finan-
cial crisis, or to achieve any time soon the long promised opening
of Japanese markets to trade and investment.

The Japanese system, which worked so well during the high-
growth period and during the unique circumstances of the Cold
War, and which only a decade ago was widely expected to offer
world leadership, is floundering. The Japanese ship of state today
is adrift, and there’s presently no one at the helm.
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Five years ago, when the LDP was overthrown after 38 years of
one-party rule, many observers in Japan and abroad thought the
upheaval would lead to sweeping reforms and bring to power new
faces, reformers with new ideas of openness and change and a new
sense of national purpose.

Since then, however, politics have been in a rudderless state.
Parties have experienced a dizzying display of realignments. In less
than five years, we’ve had four changes of government, six prime
ministers, and the sharing of power by 11 political parties. The op-
position parties proved even less able than the LDP to provide deci-
sive leadership.

Today, the LDP again has a majority in the lower house, but has
just lost its hope of controlling the upper house. The opposition
parties are fragmented, the reformers in disarray, and the elec-
torate so alienated that fully half of the voters support no party.
Moreover, the LDP itself is internally divided over fundamental
issues of reform and economic policy.

The bureaucracy, which gave Japan strong purposeful leadership
through the post-war decades, is today demoralized and disoriented
by scandals, turf struggles, and a lack of clear direction. At the
same time, it is holding fast to its power and influence.

How are we to account for the paralysis of Japan’s political lead-
ership since the end of the Cold War? There are, of course, imme-
diate causes, such as fundamental disagreement over whether tax
cuts and stimulative spending would worsen already substantial
government deficits and undermine the fiscal discipline required to
deal with Japan’s rapidly aging population. But if we look for deep-
er causes of this immobilism, they are to be found in the legacy of
the policies and institutions that remain from the catch up period
and the unique role that Japan played in the international system
during the Cold War period. The century-long campaign to catch up
with western industrial economies left many deeply entrenched in-
terests and institutions, especially the iron triangles among bu-
§eaucracy, industry, and ruling party, which are resistant to re-
orms.

Moreover, the post war exclusive concentration on economic
growth left many political strategic institutions undeveloped, in-
cluding the weak prime ministership.

Another fundamental reason is the consensual decision making
process of Japan. It is ponderous in times of uncertainty. And in
Japan’s post Cold War external environment, there are huge uncer-
tainties, including the globalization of capital markets, the rise of
China, the prospect of Korean unification, and so on.

Historically, in such times of uncertainty in its external environ-
ment, Japan has typically held back, watched and waited for
trends to clarify. Japan is not disposed to international leadership.
It is typically adaptive to its environment, opportunistic and prag-
matic, moved by national self interests. It has a powerful conserv-
ative tradition in its society and politics. Most Japanese policy
makers are deeply resistant to American-style, market-led reforms,
which they are believe are too unpredictable in their social con-
sequences. Many policy makers, such as Mr. Sakakibara, the key
MOF official in international trade matters, still have faith in a
Japanese-style capitalism.



64

What all this adds up to in my judgement is a continuing and
prolonged period of drift and instability in Japanese politics, mak-
ing Japan a difficult and uncertain partner for the U.S. in world
political economic affairs. Despite the fact that many of its fun-
damentals are good, there is little prospect that Japan will muster
the leadership to quickly stimulate its economy, boldly reform its
financial institutions, and thereby strengthening the yen and help
lead Asia out of regional contagion.

On the contrary, Japan appears to be cutting back in critical
ways. Accordingly, this systemic fatigue and gridlock in the politics
of our principal ally in the region enhances the imperative for
American leadership. We will have no choice but to continue prod-
ding and pressuring Japan, both bilaterally and, when possible,
multilaterally to take steps its system is resisting. There is very
deep resentment of American hectoring, and we need to be wise in
how we do it.

Fortunately, as a result of America’s restored economic and polit-
ical influence, Japan has a renewed appreciation of the indispen-
sability of its alliance with us. And we possess very considerable
leverage.

Thank you.

[The prepared statement follows:]
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I would like to thank Chairman Crane and the other Members for inviting me to
appear before the Subcommittee on Trade to testify on U.S.-Japan trade relations. As ]
understand the terms of reference for these hearings you would be interested in my views
of the political background of our relations with Japan at this time. I will not attempt to
discuss specific trade issues per se but rather the broader context of Japan-U.S. relations
within which our present trade negotiations are set.’

For Japan, the Asian financial crisis is the latest in a veritable tide of troubles that
has swept over the country in the 1990s. In the face of these troubles Japan has shown a
bewildering lack of purpose and direction, a pattern of immobilism in its policymaking,
and a deeply dismaying absence of leadership. The problem is not simply the recent
Asian financial crisis, nor is it the prolonged economic slump, the uncertain progress of
deregulation, and the unresolved banking crisis. Rather, in a succession of crises since
the end of the Cold War, Japan has exhibited a peculiar pattern of passivity,
indecisiveness, and failure to come to grips with the problems facing the nation. Asa
consequence Japan has suffered a dramatic diminution of its international stature.

One is struck by the contrast between the confident expectations of the 1980s and
the dismal realities of the 1990s.-During the previous decade it appeared that the tide of
history was with Japan. It was the hallmark of the Nakasone years (1982 to 1987) that
Japan must increasingly play the role of leader in the international system and set forth its
own objectives and principles. "Having 'caught up' [with the Western nations},” this
dynamnic and colorful prime minister said, "we must now expect others to try to catch up
with us. We must seek out a new path for ourselves and open it up ourselves.”? The
Japanesc believed that they were destined to become the world's economic, scientific, and
technological leaders in the next century. The belief that Japan would lead a new wave of
revolutionary change in the twenty-first century was widely held and Prime Minister
Nakasone's circle argued that economic leadership in the world would require political
leadership as well.

Nakasone had an impressive grand design to prepare for Japanese global
leadership that entailed reforming Japan's institutions, restoring national pride in Japan's
modern history, and above all adopting an active role in strategic affairs. He aimed to
replace the country’s politically passive policies with an activist foreign policy that
envisioned a Japan engaged in internaticnal strategic issues, participating in its own
defense, and possessing its own goals and values. In photo sessions at G-7 meetings,
Nakasone pushed to the center and stood tall, chatting affably with Reagan and Thatcher.
The Ron-Yasu era was a heady time and the rest of the world was duly impressed. The
cover jacket of Paul Kennedy's best selling The Rise and Fall of the Great Powers
showed a jaunty Japanese carrying the Rising Sun, mounting the stage of world history as

“The testimony is excerpted from my forthcoming essay “Japan’s Immobilism” to appear later this
month in the NBR Analysis.

% Quoted in Kenneth B. Pyle, The Japanese Question: Power and Purpose in a New Era, 2d ed.,
Washington, D.C.: The American Enterprise Institute, 1996, pp. 89-90.
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a tired Uncle Sam followed an aged John Bull off the stage.

In a truly startling reversal of fortune, the post-Cold War period has brought Japan
a tsunami of troubles that has utterly frustrated the expectation of an activist Japan as a
world leader, Consider this succession of troubles in the 1990s and the peculiar
immobilism of Japan’s leadership:

(1) At the beginning of the decade the Persian Gulf War revealed a paralysis of policy in
which Japan, unable to muster coherent support for the international coalition (despite the
fact that 70 percent of its oil came from the Persian Gulf), ended up writing checks for
$13 billion for which it got little thanks and much derision.

(2) In 1993 when the Liberal Democratic Party (LDP) was overthrown after 38 years of
uninterrupted government, many observers thought that the end of one-party rule and the
passage of electoral reform legislation in 1994 would bring to power new faces with new
ideas and a new sense of national purpose. Since then, however, politics have beenin a
rudderless state. Parties have experienced a dizzying display of realignments. In the
ensuing three years there were three changes of government, five prime ministers, and the
sharing of power by eleven political parties. The opposition parties proved even less able
than the LDP to provide.decisive leadership. Today the LDP is back in power again, the
opposition parties are fragmented, the reformers in disarray, and the electorate so
alienated that, in recent polls, fully half the voters respond that they support no party.

(3) In 1994, when the showdown with North Korea over its nuclear weapons program
made war appear imminent, the U.S. command in Japan asked the Japanese government
to contribute fuel and material for American forces, to provide ships and planes for
sweeping mines and gathering intelligence, and to cut off financial flows to North Korea.
Japanese officials were unable to respond whether or not they could provide such
assistance. If conflict had ensued and American forces had not had access to Japanese
bases, Defense Secretary William Perry later said, “it would have been the end of the
alliance.”

(4) In 1995 an earthquake devastated the major port city of Kobe, and in its aftermath the
prime minister and government demonstrated appalling incompetence in crisis
management. Self-Defense Forces were slow in being dispatched and got lost in a traffic
jam that kept them from efficient rescue operations,

(5) In the same year the Aum Shinrikyo cult released nerve gas into Tokyo subways,
killing a dozen people: its biological work was meant to be thousands of times more
devastating. We now know that Aum had previously carried out at least nine biological
strikes: its targets were the Diet; the Imperial Palace; the surrounding city; and the
American naval base at Yokosuka. The attacks failed because Aum never got hold of
germs of sufficient virulence. Japanese authoritics knew nothing of the attacks until long
after they had occurred. )
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(6) In 1996 the 126-day hostage crisis at the Japanese ambassador's residence in Lima,
Peru, revealed a startling lack of resoluteness, crisis management, and determination to
take a principled stand. Prime Minister Hashimoto made it clear that his concern was not
with resistance to terrorism. Peruvian President Fujimori acted decisively on his own to
resolve the crisis knowing that the Japanese government, if informed, would pressure him
to try alternative solutions. Japanese commentators subsequently reflected on what they
called Japan's "cowardice” in dealing with terrorism.

(7) Throughout the 1990s Japanese leaders have failed to lay to rest the burdens of the
nation’s militarist past, at great cost to Japan's international standing and its own self-
respect. This was particularly evident on the occasion of the fiftieth anniversary of the
end of World War II. At that time, the Diet deliberated at great length and without
success on a resolution of apology meant to express a commitment to peace based on the
lessons of history. Issues of the “comfort women,” germ warfare experiments, the
Nanjing massacre, etc. continue to fester. '

(8) In the Asian financial crisis Japan has displayed policy paralysis once again. The
burst bubble and prolonged economic slump have presented the world with a picture of
immobilism and disarray and exposed Japan to a chorus of criticism. Coming after
several years of economic stagnation, uncertain progress in deregulation, and the
unresolved problems of banking debt, Japan's failure to stimulate economic recovery has
threatened to exacerbate the regional contagion and has exposed Japan to a chorus of
criticism not only from America and Europe but from other Asian countries. President
Clinton’s effusive praise for China’s “great statesmenship and strength, ..[which serves]
the entire region by maintaining the value of its currency” contrasts sharply with
Washington’s impatience with Japan’s policymakers. Isolated, self-absorbed, and
resentful of foreign hectoring, Japan is in danger of bearing the blame should the Asian
crisis deepen.

Moreover, Japan’s continuing economic problems diminish in important ways
Japan’s capacity for regional political leadership. First of all, Japan is cutting its
Overseas Development Assistance (ODA) budget by 10 percent in 1998. It is likely that
this year Japan may lose its position as the number one donor of foreign aid, a position it
has held for the past seven years. A new study by a blue ribbon committee advising the
government calls ODA "Japan's principal foreign policy tool" and recommends that if it is
to retain public support it must be deployed in a much more focussed manner to serve
Japan's strategic seif-interest. Most foreign commentators thought Japan was already
doing this, but, as a result of Japan's economic problems, it is likely that Japan’s overseas
assistance will be more sharply focused in its strategic purposes. Keidanren, the business
association of elite corporate leaders, is calling for a return to tied loans.

Second, economic constraints have led Japan to cut its defense budget in 1997 and
it is likely to be cut again. There is also increasing talk about the need to cut back on so-
called "host nation support” for the U.S. military bases in Japan. Beginning in 1978 the
Japanese government, some would say without any legal basis, began paying part of the
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allowances of Japanese civilian workers at U.S. bases. Officials explained that Japan was
offering the contribution as a "sympathy" outlay to show its consideration for the U. S.
forces. Over the years it has grown to 44 times the original sum. Today it is close to $6
billion annually and covers 70 percent of the cost of stationing U.S. troops in
Japan—including housing and welfare facilities, utilities, land rent, etc. In a 1998
Foreign Affairs article, former Prime Minister Hosokawa advocated an end to all host
nation support when the present agreement expires in the year 2000, Citing Japan’s
“serious financial crisis” as well as the diminished threat in the post-Cold War era, he
concluded that “the U.S. military presence in Japan should fade with the century’s end.”
To combat such sentiment, former Prime Minister Nakasone, who had always favored a
more autonomous Japanese defense system, defended provision of host nation support,
but did it in such terms as would make Americans wince, telling a Japanese audience that
it was a good thing that Japan "“provides money to the United States, allows its troops to
be stationed in Japan, and uses them as watchdogs." The reference to "watchdogs"”
(banken), which carries the connotation of mercenaries, was startling because the term
has been used before by Japanese politicians in derogatory reference to American troops
stationed in Japan.*

Third, Japan’s financial difficulties will increase the reluctance with which it
supports the Korean Energy Development Organization and its lukewarm support for
Korean reunification, since the latter will undoubtedly be enormously costly and
strategically problematic for Japan. The depreciation of the Korean worn had made it
appear that Japan's share (20 percent) of the cost of light-water reactors for North Korea
could be reduced. After initially resisting U.S. entreaties, the Japanese government
decided—again reluctantly—to stick to its original commitment, perhaps fearing that in
the aftermath of nuclear testing in South Asia North Korea might change its mind about
suspending its nuclear program and seck help from Pakistan. It is also possible that the
recent nuclear tests in South Asia may have made the Japanese somewhat more receptive
to joining theatre missile defense programs with the United States, a decision which they
have long delayed, but it is more likely that cost as well as technological and political
considerations will cause them to continue to defer a decision.

Fourth, the financial crisis will weaken Japan's "Asianist fever” and take a good
bit of the momentum, at least for the time being, out of its fundamental Asian strategy,
which has placed great reliance on a combination of trade, investment, and aid to
establish Japanese political-economic leadership in the region.

Lastly, the crisis has tarnished the value of the Japanese model of economic
development, which the Japanese had regarded as an essential ingredient of their capacity
to give leadership to Asia.

(9) There is one more element in the string of troubles which outweighs the others in

* Morihiro Hosokawa, “Are U.S. Troops Needed in Japan?’ Foreign Affairs, vol. 77, no. 4
(July/August 1998), pp. 2-5.
* Asahi shinbun, October 5, 1997,
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many respects and is the most perplexing and problematic for Japan's harried
leaders—the rise of China in the 1990s. Nothing has been so psychologically jarring to
those Japanese who think about their future strategic role and their aspirations for
leadership in Asia. Taken together with all the other troubles enumerated above, the rise
of China has greatly diminished the Japanese self-confidence that was so irrepressible in
the 1980s. The potential size of China's economy, the uncertainty about its future power
and purpose as a nation, the potential magnitude of its problems of environmental
degradation, competition for resources, and possible political and social turmoil have all
justifiably alarmed the Japanese. Perhaps equally jarring has been the way in which
world attention has turned from the Japanese miracle to fascination with China. President
Clinton’s extended trip to China was closely watched by the Japanese, who are
increasingly wary of the potential for change in the triangular relations among China,
Japan, and the U.S.

Partly as a result of American dissatisfaction over Japan's response to the Gulf
War and to the confrontation with North Korea, and partly as a result of the Taiwan
Straits crisis in March of 1996, Japan has reluctantly agreed to U.S. insistence on a
revision of the guidelines for the U.S.-Japan security treaty. These revised guidelines
provide for an increased but still modest role for Japan in the event of a regional crisis
and seek to draw Japan into a tighter, more integrated, more reciprocal, and therefore
more effective operational alliance.

Once again, however, one is struck by the slow and limited way in which Japan
has dealt with this issue. There is, as many observers point out, a "mountain” of
legislation required to initiate these guidelines. The government is moving slowly and
deliberately with this legislation and it is likely to be some years before this new, limited
role is operational. Above all, Japanese leaders have yet to deal with the unresolved issue
of "collective self-defense” and to involve the Japanese people in the solution. The
Japanese government continues to maintain the curious position that while all nations
under the UN charter possess the right of collective self-defense, Japan cannot exercise
this right. So long as this position is maintained, Japan will contribute little leadership in
the strategic issues facing Northeast Asia.

How are we to account for the paralysis of Japan's political leadership in this
decade? For-each of the nine crises cited there are, of course, a number of proximate
causes for vacillation. For example, with regard to economic policy there are conflicting
concerns among policymakers that tax cuts and stimulative spending would worsen
already substantial government deficits and undermine the fiscal discipline required to
deal with Japan’s rapidly aging population.

If we look, however, for fundamental causes of the overall pattern of immobilism,
they are partly to be found in the legacy of the policies and institutions that remain from
the catch-up period and the unique role that Japan played in the international system
during the Cold War. The century-long campaign to catch up with the Western industrial
econormies left many deeply entrenched interests and institutional practices, especially the
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iron triangles among bureaucracy, industry, and ruling party, which are resistant to change
and reforms. Moreover, the postwar exclusive concentration on economic growth left
many political-strategic institutions undeveloped. The weak prime ministership, the lack
of crisis management practice, and the inexperience of deploying armed forces are glaring
examples.

Another fundamental cause of immobilism is the nature of Japanese decision
making in circumstances of uncertainty. The late Professor Kosaka Masataka, an astute
observer of Japanese political behavior, stressed the government’s difficulty of reaching
consensus in situations of great uncertainty. “Consensus is obtained without great
difficulty when the nature of the task is clear. Often, for instance, the Japanese have been
good at adapting to strong, decisive pressures from outside. But when the situation is
blurred, they are in trouble.”® From his own experience with Japanese diplomatic
method, Henry Kissinger writes of the “painfully—and sometimes maddeningly” slow
consensual decision making process. He anticipates therefore that Japan will
accommodate to the new post-Cold War circumstances in a cautious and cumulative
fashion. “The role of Japan,” he writes, “will inevitably be adapted to these changed
circumstances, though following their national style, Japanese leaders will make the
adjustments by the accumulation of apparently imperceptible nuances.” In a closely
related additional reason, Kissinger points to the weakness of the Japanese prime
ministership: “No single persor—not even the prime minister—has the authority to
make a decision.™®

Such consensual decision making is ponderous in times of uncertainty such as the
present post-Cold War interregnum in East Asia when the outlines and structure of a new
order of things is very unclear. Unlike in Europe, there are a host of issues left
unresolved from the Cold War: a divided Korea, the Taiwan issue, the lack of a Russian-
Japanese peace treaty, and the persistence of communist governments in several
countries. Until these issues are resolved {especially the Korean one) the outlines of a
new order will remain very unclear. So long as this interregnum continues, I do not
believe that Japan will make fundamental decisions about its future. Why?

If we look at the last 150 years of Japanese foreign policy, a recurrent pattern of
behavior stands out. Japan has tended to accommodate to major changes in its
international environment. The common approach at periods of fundamental transition in
the international system such as we are now in has been 1o hold back, watch and wait for
trends to clarify, and then to adjust to the new international environment when it is clearly
established. A good illustration of this approach comes from an interview with Kato
Koichi, a likely future prime minister who is better versed on Sino-Japanese relations
than any other politician. His attitude toward issues with regard to China is: let's wait and
see. China will not be a threat for another generation. He is a master of ambiguity. As
Morita Minory, one of Japan's leading political commentators, says, Kato is a classic LDP

* Masataka Kosaka, “The International Economic Policy of Japan™ in Robert A, Scalapino, ed.,
The Foreign Policy of Modern Japan, Berkeley: University of California Press, 1977, p. 222.
® Henry Kissinger, Diplomacy, New York: Simon & Schuster, 1994, pp. 827-829.
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politician in his approach. "Regardless of the issue, he takes a passive stance—he waits
for events to develop before making a decision.”

Japan has been guided throughout its modern history by pragmatic nationalism
rather than by fixed principles. An opportunistic adaptation to international conditions in
order to enhance the power of the state has been characteristic of Japanese foreign policy.
Some observers of Japan today feel that the Japanese are in the midst of a great debate
about their international role and that once they arrive at consensus, Japan will change.
Others looking at the quiet influence Japan exercised in the formation of the Asia Pacific
Economic Cooperation (APEC) forum and the ASEAN Regional Forum (ARF) argue that
Japan is leading from behind—a kind of stealth leadership.

1 do not see it either way. My argument, in short, is an outside-in one.” The
Japanese historically have been shaped by and-have adapted to changes in their
international environment. Moved by a keen pragmatic sense of national interest, Japan
has repeatedly accommodated to fundamental changes in the structure of international
politics. It has repeatedly allied itself with the dominant, ascendant power (Great Britain,
Germany, the United States). Moreover, it has tended to make fundamental changes in its
domestic institutions as part of its process of adjustment to a changed international
system.

Today, while uncertainty prevails in so many ways in Japan's external
environment, Japan will not make fundamental decisions. It will move very slowly and
cautiously. However, once such issues as a divided Korea, China’s future, and the nature
of the U.S. commitment to the region become clear, Japan will accommodate itself to this
new order of things. Moreover, it will accommodate with a speed that will surprise those
who look only at the present immobilism.

This historically rooted approach of caution and circumspection to the present
interregnum on the part of our principal ally in the region enhances the imperative for
American leadership and formulation of a long-term strategic vision for East Asia.

. 71 have developed my argument in the 1997 Edwin O. Reischaner Memorial Lecture reprinted in
the International House of Japan Bulletin, Summer 1997,
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Chairman CRANE. Thank you, Dr. Pyle.

Dr. Hormats, the resignation of Prime Minister Hashimoto has
created uncertainty about the future direction of economic policy in
Japan, and it’s clearly too soon to tell what will happen yet. But
do you have any sense of the prospects for continuing reform and
deregulation?

Mr. HOrRMATS. I think, Mr. Chairman, that we know a few
things. I'm always hesitant to make judgements about other coun-
tries’ politics. But there are a couple things we knew.

One is that a large—far larger number of people voted in this
election that had been anticipated. The general view was that
maybe 35 percent or 40 percent of the electorate would vote. Fifty-
nine percent actually voted.

Chairman CRANE. Ten percent more than we.

Mr. HORMATS. That’s right.

And in the urban areas, the LDP won virtually no seats—none,
if 'm correct. Or a very small number. So there was clearly two
things happening: one, a lot of people went out of their way to ex-
press frustration and disappointment and annoyance with the LDP.
And second, in the urban areas, as opposed to the rural areas,
where there is strong LDP constituencies in the urban areas, the
LDP was a disaster. So this must convey some signal to the LDP
about frustration.

What it portends about future reforms is harder to determine,
however. As the testimony that we’ve heard today, I think, would
indicate one should not make the judgment that the frustration
with the LDP means that the electorate supports the kind of bold
reforms that most here would advocate, which is to say particularly
a very dramatic adjustment—reform of the banking and the real
estate sectors—or these systemic kinds of reforms that have been
discussed here. On the contrary, there are probably a lot of Japa-
nese who regard those as so wrenching and so disruptive of labor
markets that they would not support them. So I don’t think we can
necessarily make the judgment that this election result means that
they’re going to proceed quickly down the road toward bold stim-
ulus, reform of the banking system, or reform of the property mar-
kets. The stock market, I think, began to believe that the day after-
wards—certainly, the Japanese stock market did. Ours did as well.
But I'm a lot more cautious and circumspect than that.

Chairman CRANE. Mr. Prestowitz, in your book, Trading Places,
you advanced some arguments about the Japanese economic suc-
cess in the 1980’s that I didn’t agree with you on, but I wonder if
you still hold the same view that you expressed in Trading Places.

Mr. PRESTOWITZ. Thank you.

Yes, basically, I do. And I think that—let me pose a question
back to you. Mr. Lindsey here made the comment that I, as a revi-
sionist, was wrong about Japan. And both he and you have pro-
ceeded on the assumption that I was praising the Japanese system
as a superior system. I'm kind of baffled by this because I've been
attacked in the press. I've been attacked by Mr. Lindsey’s institute
as a Japan basher. I mean, I'm one of the well-known Japan
bashers. I can’t figure out how I can be a Japan basher on the one
hand, and an advocate of the Japanese system on the other hand.
It’s not logical.
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Chairman CRANE. Oh, I didn’t accuse you of it.

Mr. PRESTOWITZ. So let me try to explain this. I lived in Japan
in the 1950’s and the 1970’s and worked in the government and ne-
gotiated with Japan in the 1980’s. In those years, the Japanese sys-
tem was doing very well and was displacing U.S. industry in a
number of areas. And I described how the Japanese system worked
and how it was doing that. Now, a very interesting point is that
I said at that time that Japan’s was a mercantilistic, crony capi-
talist system. And when I said that, I was attacked by Mr.
Niskanen, who’s the head of Mr. Lindsey’s institute, and by other
leading economists who said, “no, Japan is just like us.” It’s a good
neoclassical economy. Well, now it turns out that, in fact, it was
a mercantilistic, crony capitalist system, and we’re now seeing that
not only did it imply some damage to the U.S. in the 1980’s, but
it now, the system now threatens not only the U.S. but itself and
the rest of Asia.

Chairman CRANE. Are you arguing that nothing that you said in
Trading Places was a recommendation that we might emulate
Japan in some areas?

Mr. PRESTOWITZ. No, of course, not. I mean, look. I wasn’t 100
percent right. Even I make mistakes. And, you know, there were
some things in Trading Places, if I had to write it over again, I'd
write it differently. By the same token, the fact that Japan now has
problems doesn’t mean there’s nothing we can learn from Japan.
Japan’s not all wrong. It has just got some significant structural
issues.

Chairman CRANE. Okay, we've got to give Mr. Lindsey equal
time.

Mr. LINDSEY. Well, it’s good to see that Mr. Prestowitz remains
a revisionist. Now he’s revising what he used to say.

The debate back in the 1980’s was in the context of Japanese eco-
nomic success, and the question was what’s causing that success.
The revisionists thought it was due to the hand in glove relation-
ship between industry and government, occasional targeting of spe-
cific industries for support, and for the closed financial system that
allocated capital on what was thought to be a patient and long-
term view.

Those of us on the other side, who were then called naive, free-
market ideologues, said, “no, Japan’s economic success is due pri-
marily to market factors”—to low taxes and low spending for many
decades after the war—low government spending and also to the
entrepreneurial ingenuity of Japanese corporations which devised
new and superior manufacturing techniques, which did, indeed, in
specific industries, though not across the board, knock American
companies back on their heels for a number of years, until, Amer-
ican companies learned to mimic and adopt those practices on their
own.

So the issue was what caused Japan’s success. The free market
folks never denied that Japan had interventionist elements. We
simply said that Japan was succeeding in spite of those elements
and now it is sadly apparent that those interventionist aspects of
the Japanese system, which won high praise from the revisionists,
have now been Japan’s undoing.

Chairman CRANE. Thank you.



75

And Dr. Paal, you mentioned that the replacement of Hashimoto
is not necessarily bad. How long do you think it will be before the
newly chosen leaders can take serious steps to correct the problems
in the Japanese economy and banking sector?

Mr. PaaL. Well, as I discussed earlier, Mr. Chairman, there’s a
difference between theory and reality here. In theory, they could
begin very soon. They have a due date of getting a new cabinet to-
gether by the 26th of July and getting the bridge bank legislation
through in a very hurried-up session at that time, and then ad-
dressing tax reductions later in the year.

I think the chances of those things happening in lock step are
rather small. As an observer of the Japanese scene for quite a long
time, I think that the array of Japanese leaders ready to take the
bit in the teeth and go with it is so narrow and waiting so long to
be senior enough to take the top leadership posts that I would
think we’d have to keep our expectations low. It’s for that reason
that I recommend we adopt as a nation a more activist policy.

Japan has in its history had four occasions when its economy has
gotten into real trouble and it has needed help. The first was the
1880’s, and they had an internal strong man who led the charge
to fix it, Count Matsugata. It happened again in the 1930’s, and
the Japanese turned their policy over to the military. The military
marched on until they lost the war. It happened again in the 1940’s
when Horace Dodge from the United States was brought in to
straighten out Japanese economics. And today, we’re witnessing
the fourth time.

Given the peculiar circumstances of this versus the previous oc-
casions, I think this is a time when we ought to take a proactive,
constructive, all-embracing approach. It may fail. But the alter-
native of doing nothing is likely to lead to nothing.

Chairman CRANE. And one question that I'd like to put out to all
of you folks, and it’s a—from a written statement that we received
from Richard Fisher, who’s Deputy USTR. And it was at the recent
APEC ministerial meeting in Malaysia. He stated that Japan, this
is a quote, “Japan pursued a course of action that could undermine
the entire APEC initiative and cast doubt not only on Asia’s recov-
ery, but also on APEC’s effectiveness.”

And I'd like to throw that out to all of you. Do you basically
agree with that assessment? I mean, is that your reading?

Fire when ready, Gridley.

Mr. PRESTOWITZ. I'm not sure we understand. Would you repeat
that?

Chairman CRANE. Yes, at the APEC ministerial meeting in Ma-
laysia, he said, “Japan pursued a course of action that could under-
mine the entire APEC initiative and cast doubt not only on Asia’s
recovery, but also on APEC’s effectiveness.”

Mr. PaaL. Mr. Chairman, I know something about what I think
is being referred to by Mr. Fisher’s statement, and that is that at
the APEC ministerial, the Japanese raised reservations about the
voluntary sectoral trade liberalization measures that had been
promised by the APEC leaders at their previous meeting. Japan, at
the previous meeting, had introduced reservations in the areas of
agriculture and fisheries, because that’s always been a difficult and
sensitive area in their ministry. And they raised them again this
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time in a context when other countries were coming forward with
liberalizations that they had promised in the November meeting
last year.

In some ways, it should not have been a surprise to the inter-
national community that they did this, because it’s always been a
sensitive issue. It was the wrong note to sound at the wrong time,
in an era when everyone is being stricken by closing markets and
other kinds of economic difficulties. And that I think goes back to
the point many of us were making earlier, which is that Japan
today is not in a—its leadership appears not to be a position to be
able to override this narrow sectoral interest, such as agriculture
and fisheries posed inside Japan.

Chairman CRANE. Anyone else have a comment on that?

Mr. LINDSEY. Just assuming that that was, indeed, what was at
issue, and I wasn’t able to pick that up from that one comment—
however unconstructive Japan has been with respect to voluntary
sectoral liberalization within the APEC process, I think those kinds
of sectoral issues must be put in context, and they pale in impor-
tance next to the huge central issues that face Asia today: Japan
dealing with its bad debt crisis; and the rest of Asia dealing with
their broken and dysfunctional financial systems. So I think put-
ting too much emphasis and too much heat on Japan with respect
to narrow sectoral issues is simply bad prioritization. We ought to
keep our eyes on the ball, and the ball is getting the financial sys-
tem back into operation.

Chairman CRANE. All right. Dr. Pyle, why does Japan continue
to play such a reticent stand-on-the-sidelines role in the WTO and
in APEC?

Mr. PYLE. Well, Japan, as I said, is not disposed by its nature
to be an international leader. Some people, for example, have said
that Japan is leading from behind in organizations like APEC.
Doug Paal is absolutely right in what he described here as Japan’s
failure to play a leadership role on this very important issue. It’s
still really governed by narrow private interests, and those private
interests too often collide with the kind of free-trade leadership
that is required in WTO and other such international efforts.

Chairman CRANE. Thank you. Mr. Matsui.

Mr. MATSUL Thank you, Mr. Chairman.

Clyde, I might just add with respect to your book and some of
the writings I read over the 1980’s, I don’t—I frankly think you
were right. I think what’s happening in Japan right now bears out
some of the things you were saying about the Japanese economy.
You were mainly talking about how to open up the Japanese mar-
ket because there was a certain amount of controls through the
regulatory process and obviously the banking system. And I think,
you know, from what happened recently, over the last few years,
it bears out your concept of what the Japanese economy was actu-
ally like.

I might just want to pose maybe to all of you, particularly Mr.
Hormats, each one of you said something that was very important
and very interesting. So I'm going to take parts of it. Dr. Pyle
talked about the fact that the Japanese government drives the sys-
tem as the bureaucracy and obviously it requires a consensus. And
it’s a very slow process. At the same time, I believe the other four
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of you, talked about the fact that the Japanese need to do some-
thing on both the financial institutions, which are in deep trouble
at this time. And the fix that they made a few months ago is not
sufficient. They need to stimulate its economy. And until there’s a
permanent tax cut or some direction, probably nothing substantive
will, in fact, happen. And obviously, the whole issue of deregula-
tion.

And then, there’s also an attitudinal problem in terms of perma-
nent employment and things of that nature. The problem I see is
that each one of these three or four requires dislocation and a great
deal of turmoil in the Japanese economy, which they’re really un-
willing to face up to. And that’s why, perhaps, the Prime Minister
had to resign, and that’s why there’s some uncertainty and insta-
bility going on now—both the political system and in the economy.

Given those elements and given the fact that you’re not going to
see them solved probably anytime soon, and then you all talked
about, and I think it was almost unanimous, that we’re seeing
something that we hadn’t seen since perhaps the 1930’s, at least
prior to World War II, prior to the war, and during the time of the
Depression. What are the prospects? I mean, what can we do? Amo,
I wish Amo Houghton was here because when he spoke with Mr.
Fisher, he suggested that we need to talk about macroeconomic pol-
icy and members of Congress will have to show a little discipline
and not speak so much about our specific commodities and specific
issues, which I'm sure the next panel is going to do, just as we
would probably expect them to do. That’s not what we really need
to do right now.

But that being the case, what should the United States do, given
the limited amount of control? We can hector, as I believe Mr.
Rubin is trying to do in a way that is very moderate and at the
same time a lot of stability in our market. What can we do? What
are the steps that we can take? Obviously, we have to do some-
thing with the IMF—probably fully fund that. But beyond that,
vx;‘hat can the U.S., in fact, do? Mr. Hormats, and then maybe each
of you.

Mr. HORMATS. Okay, let me just try a couple of thoughts. One,
I think funding IMF. I very much agree. I think the numbers are
getting dangerously low. The Fund has to put money into Russia,
and who knows what’s coming down the road. And this is a some-
thing that really needs to be done, at least to help bolster con-
fidence—not that the Fund is perfect, but that we don’t have any
substitute for it at this point.

Second, I would make a point about the World Trade Organiza-
tion. One of the very positive elements in this otherwise terrible
carnage in east Asia today is that the countries have avoided
wholesale retreat to protectionism, this is something that might not
have been possible perhaps 10, 15 years ago. Then you might have
had a lot of countries reverting toward protectionist measures. The
fact that there are World Trade Organization rules and penalties
toward protectionism have helped to provide a counterweight to
those in these countries who might have advocated that course.
Also the IMF and the Treasury and the USTR have moved in that
direction as well. So, keeping the World Trading Organization rules
before these countries and avoiding protectionism abroad is impor-
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tant. The same is true here: avoiding a lot of restrictions against
these countries. We're going to have a big trade imbalance with the
rest of Asia for quite some time to come. And if we succumb to
measures to protect our economy, as strong as it is, then these
weaker economies are going to use that as a pretext. So that’s a
second thing.

Third, the point I made in my written testimony, when I men-
tioned earlier—I think it’s very critical now that we—urge Japan
to move at a rapid rate to deregulate the real estate sector and im-
prove the banks. I think they’ve got to determine how to do that,
given their own political circumstances. I think they should do it
more rapidly, but we don’t know how quickly they feel they can tol-
erate it in terms of their own domestic politics.

I think we can provide a lot of expertise to the Japanese regu-
lators, to the Japanese banking system, to the people who are in
charge of these bridge loans. There are a whole new series of insti-
tutions that have been set up or are going to be set up to address
the bad bank problem, the bad loan problem, and the frozen real
estate collateral problem. We have a great many people here—
former RTC people, bank people, Fed people, regulatory experts—
who can help them do that. That can expedite the process. It’s not
only true in Japan. It’s true all over Asia. And it’s not money.
Japan doesn’t need our money—but our expertise, our experience
in this area, I think, could be of vital significance. And that’s one
of the things I would very much recommend.

Mr. MATSUL Thanks very much.

Dr. Paal?

Mr. PAaAL. Mr. Matsui, the drift in Japan, the lack of focus is just
hard to believe for someone who’s a frequent visitor there. And that
drift has become more conspicuous in recent months. In many
ways, Japan is where Great Britain was at the turn of the 20th
century. They have a choice. They can have their tea ceremonies
and funny hats and live off their savings for the next 80 years, and
hope to make it as a nation. Or they can really undertake reforms.
I think the best thing we can do as an ally, friend, and sharing the
economic universe with them is to let them make that as informed
a choice as possible. We need to have this kind of conversation in
Japan, where it’s not frequently held as a conversation. And I
think the teams of experts—and just getting in their face with this
issue is the responsible thing to do at this time.

Mr. MATsUIL Thank you.

Mr. PRESTOWITZ. Could I just add two things? I second what Bob
Hormats proposed, and I also agree with Doug Paal that one of the
striking aspects of this is that in Japan the sense of urgency about
this problem is much less than it is outside of Japan. I, therefore,
think it’s very important for the administration to convey in every
way possible, and I think this means the President ought to go as
soon as the new prime minister is named, go meet him. And say,
“hey, you know, things are really getting out of hand here.” I also
think the U.S. can orchestrate APEC and the G—7 and the WTO
and the OECD—all of the international organizations—all to con-
vey a sense of urgency to Japan so that in a way, you kind of push
the Japanese leadership to rise to the occasion.
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The second thing I think is that I don’t really think the Japanese
know what to do. And here Bob’s idea of sending experts is good.
And I would just extend that and say I think it’s important for the
U.S., in conjunction with the Europeans and the other inter-
national organizations, to put together a pretty explicit road map.
We gave a road map to the Chinese telling them what they had to
do to get into the WTO. You know, a road map here that every-
body, not just us, but everybody gives to the Japanese and says,
“Hey, you know, guys, this is how to do it.” I think would be very
useful.

Mr. LINDSEY. I think that technical advice could be useful, and
we certainly have expertise in some of the areas that are of great-
est challenge to Japan right now. But I think really the most im-
portant thing that the United States can do over the coming
months and years is to avoid taking actions that will make matters
worse. In particular, we need to avoid bilateral confrontations and
showdowns, which could end up actually being very perversely self-
defeating, triggering a market panic that ends up sending Japan
over the edge. So we definitely want to stay away from that.

Furthermore, though, on the more positive kind of engagement,
I think there is a chance that that also can end up being self-de-
feating. I don’t see any way that Japan is going to change until it
absolutely has to. And when market forces give them no alter-
natives, governments make sweeping reforms that upset vested in-
terests and important constituencies when there’s no choice at all.
And these days very surly and impatient markets are starting to
box in Japanese policymakers. If we go in and launch some kind
of bilateral initiative to sort out Japan and give it a road map for
the future, it’s going to be terribly tempting to declare success,
even if the result is really just temporizing and papering over prob-
lems, which could end up delaying ultimate accountability of Japa-
nese policymakers for the problems in that country. We need to
avoid taking steps that take market pressure off the Japanese pol-
icy makers—in particular the reforms this April that all but elimi-
nate foreign exchange restrictions and allow Japanese to move
their money overseas or to move it into foreign-managed hands. I
think will be a marvelously positive lever of pressure because as
that money starts escaping from the country, it’s going to put
downward pressure on the yen and put political pressure on the
Japanese government to do something to make Japan be an attrac-
tive place to invest money.

Mr. MATSUIL Dr. Pyle, would you.

Mr. PYLE. Congressman, I've just come back from Japan. I've
been going there regularly for 35 or more years. I came back with
several impressions. One was Japan today is feeling very isolated
and self-absorbed, resentful of foreign hectoring, not really feeling
deeply a sense of crisis yet. The kind of sense we have. At the same
time, there’s also something that struck me really strongly on this
visit is a renewed respect for the United States and for the value
of the alliance, which in the 1980’s was diminished and even in the
early 1990’s there was a lot of brave talk about Japan joining with
Asia. That’s pretty much gone now. Japan really has a great deal
of renewed respect for this country’s leadership. And I think, there-
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fore, that we have considerable leverage. And that we should use
it in the way that the other panelists have suggested.

I was there when President Clinton was in China, and there was
a great deal of sensitivity in Japan to the kind of things that the
President and Jiang Zemin were saying and intimating about Chi-
na’s great stature in resisting devaluation. And the implication was
that Japan was not showing this kind of stature. So I would agree
with Clyde that we have an obligation to the leadership, and we
can orchestrate through multilateral channels considerable pres-
sure on Japan to face up to the responsibilities that it has.

Mr. MaTsul. I'd like to thank all five of you. I appreciate it.
Thank you.

Mr. HERGER [presiding]. Anyone else wish to inquire?

Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman.

I was interested in Mr. Lindsey’s comments, having been on the
Banking Committee here ten years ago in the middle of the S&L
crisis. I'm struck by the unreason that often prevails in this institu-
tion. When we spoke to the issue at that time of the S&L crisis,
the S&L bailout was much larger than it turned out to be with a
$500 billion price tag. There are even some bestsellers that were
written about the banking situation that was going to occur after
the presidential election. I think the suggestion was that all the big
banks were going to go belly-up shortly after the election. Recall
how popular that notion was?

What was equally popular at the time was the time was the pre-
vailing suggestion that if we could just restructure our economy
along the lines of what the Japanese had done so skillfully. In fact,
they lectured us a number of times, if you recall, about the things
that we could do. They lectured us hard about the size of the Fed-
eral deficit, and I'd be interested if you would like to go on a bit
more with your comments. I thought they were right on target.

Mr. LINDSEY. Sure, first on the S&L crisis in the United States.
There are many parallels between that situation in the United
States and the situation that currently afflicts Japan, although the
Japanese problems do seem to be both substantially larger in mag-
nitude and in national scope than those of the S&L crisis. But
nonetheless, at the time, there was a lot of talk about not just the
S&L crisis, but a general crisis in the banking industry and that
we could face a kind of systemic financial meltdown. That makes
me somewhat hopeful that some of the more apocalyptic talk that
we’re back at the verge of the 1930’s that we’re hearing today with
respect to the east Asian crisis may be similarly overdrawn; that
it may be that some particular prudent reforms in the financial
sector may be enough to stave off what could be a real catastrophe.

As to the talk back in the late 1980’s and early 1990’s that our
financial system ought to mimic the Japanese, there was very
widespread—I don’t mean to just single out Clyde Prestowitz—
there was very widespread feeling at the time that the United
States’ main problem, its main competitiveness problem was a
short-term focus; that we had impatient equity markets and we
had to report to stockholders every quarter; and that, boy, wouldn’t
things be better if we had a system like the Japanese where all the
money goes through banks and everybody knows everybody, and no
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one is pressing anyone to make short-term returns, and therefore,
everyone can concentrate on strategic objectives and building mar-
ket share and making investments in new technology and so forth.

Well, as it turned out, our short-termism really now looks like
accountability. And the long-term focus that we were praising or
that some were praising in the Japanese system turned out to be
a lack of accountability; that saying you have a long-term strategic
vision is very convenient when you’re not earning return. You can
say, “Well, just wait until the long-term. Everything is going to
work out okay.” Well, the long-term has arrived now in Japan, and
it’s very ugly.

So, I think there’s a lesson for many people that the market-ori-
ented system of the United States in which banks are not the cen-
tral intermediary for allocating capital, but rather we rely much
more heavily on arms-length equity markets, I think that model—
the western model—is going to be ultimately adopted by east Asia
rather than the reverse which was predicted five, ten years ago.

Mr. NEAL. Anybody else wish to comment?

Mr. HORMATS. Let me just add one point because I think that
point about equity is an interesting issue. One of the real problems
all over Asia, except for one economy which I'll mention at the end
it’s gotten itself into trouble by relying too little on equity and too
much on debt. Japan that’s certainly true. It’s really not an equity
culture. It’s not a risk-taking culture. The average Japanese puts
a huge amount of their savings into super-secure assets like bank
deposits, which are still secure, and short-term money market
funds, but not equities. Now the opening of opportunities to invest
through mutual funds and foreign companies is making them a lit-
tle bit more equity-oriented. But all over Asia, enormous amount
of leveraging took place—huge amounts of debts and that’s why
this problem is so difficult. It’s true in Japan. It’s true in Korea.
It’s true in most parts of Asia.

It’s very interesting to contrast Taiwan with Korea in the sense
that Taiwan and Korea have the same kinds of industries gen-
erally. But Taiwan’s industries were financed largely through eq-
uity—much less debt, much more equity than most other parts of
that region. And I think that to the extent you can improve the ef-
ficiency of equity markets in the area, you can help to avoid these
big buildups of debt, which were big problems. And equity, when
you make an equity investment, as long as it’s based on the kind
of rules we understand, there’s a lot of accountability based on it.
You have to do quarterly reports and things like that. So, manage-
ment is much more accountable in that kind of environment. So it
brings with it not only less leverage, but also more accountability.

Mr. HERGER. Thanks. Would anyone else? Yes, Mr. Jefferson.

Mr. JEFFERSON. I’'m afraid there have been so many responses I
can’t recall who said what with respect to my question, but I'll ask
it anyhow and maybe you can remember.

I think two panelists said that we should avoid making matters
worse. I know Mr. Lindsey said it over here on this side. And some-
one said that we should avoid making decisions that would limit
access to our market for Japanese products and so on. Is that a rec-
ipe for our responding to the Japanese with regard to their import-
ing to us as usual? Won’t this result in higher deficits? And, if it
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does, when do you say that’s a problem? How high is—I mean, how
high should they go? Do we talk about deficits any more? Is it too
ruinous?

I know these are separate questions, but how we handle the
trade issues and how we handle the issue of soundness of the Japa-
nese economy, but they are, in the one sense, separate, another
sense, when you get back to your issue of making matters worse,
they’re connected. So if you don’t want to make matters worse,
what do we do about the deficit issue? Do we talk about it? How
do we handle that?

Mr. LiNnDSEY. Well, I'll take the first crack at this. You raise a
number of different questions. First on the trade deficit, I don’t
think bilateral trade deficits are economically meaningful. The
global trade deficit that we run with the rest of the world is also
not a function of trade policy differences around the world, but
rather a function of macroeconomics, the difference between domes-
tic savings and domestic investment. My colleague Dan Grizwald
wrote a very good paper recently on the trade deficit and going
through those kinds of issues. I might recommend that.

Right now, the combination of our strong economic performance
and the weak economic performance in Japan is widening our trade
deficit with Japan. That’s reflected mostly by a decrease in Japa-
nese imports from the U.S. rather than an increase in Japanese ex-
ports to the United States. The Japanese economy is stagnant,
therefore imports are going down.

I don’t think that fact, in and of itself, should be a bone of con-
tention. It simply reflects the fact that the Japanese economy is
weak. Everyone recognizes that and we’ve been talking about the
kinds of things Japan ought to do to fix that situation.

As far as trade disputes are concerned, certainly Japan and other
countries and the United States have policies that discriminate
against goods and services of foreign origin. With respect to the
Japanese policies that do so, I think we have the option of taking
those kinds of disputes to the World Trade Organization. We did
that, for example, with respect to a discriminatory tax system
Japan had on spirits, alcoholic spirits. We took it to the WTO; we
won. So if we have discrete commercial disputes regarding Japa-
nese policies that discriminate against foreign goods and services,
I think we have recourse and we have options. But in general, the
trade deficit, I don’t think, should be the focus of our concern.

Mr. JEFFERSON. What do you mean when you say, And don’t
make matters worse by taking actions against the Japanese eco-
nomic system?

Mr. LINDSEY. Well, if, for example, we said, Japan, you must re-
form your economy by date X or we’re going to slap 100 percent du-
ties on products X, Y, and Z, first, that could very well precipitate
a financial panic that would be the exact catalyst to push Japan
over the cliff. That is a possible outcome and, therefore, it’s playing
with fire to engage in that kind of confrontation.

At the very least, all it accomplishes is harming American busi-
nesses and consumers that use and benefit from Japanese products
and harming the Japanese companies that earn revenues from sell-
ing abroad. So it doesn’t do anything to make the situation better.
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Mr. JEFFERSON. Let me ask you one other thing, if I might.
There’s been some discussion about what the Japanese electorate
doesn’t support. Does anybody have a feel for what it does support
with respect to reforming the system or changing the way the Jap-
anese economy’s performing? What does the electorate support?
Does anyone know? The Japanese electorate, not ours.

Mr. PyLE. Well, I think the Japanese electorate is desirous of
changes in many aspects of its political economic system. The prob-
lem has been to find political leadership that will be responsive to
this kind of generalized sentiment that the Japanese have, which
is a recognition that they do have to make fundamental changes,
that they do have to do more to respond to needs for international
leadership.

But the Japanese electorate—for example, there are now four or
five major candidates to take Hashimoto’s place. It’s going to be de-
cided in the back room. It’s going to be decided in jockeying among
factional leaders and there will be a new face there in a couple of
weeks. But the likelihood that this will be a leader who has a re-
form agenda is very, very slim in my judgment. So the political sys-
tem is not really responsive to a kind of generalized recognition on
the part of the electorate that change and reform is necessary.

Mr. PAAL. Mr. Jefferson, I think it’s fair to say too that, while
the Japanese electorate has signaled a desire for change, they've
repeatedly also signaled a desire to avoid pain and there’s no
change without pain in the current circumstances. And so politi-
cians there are in a situation in which some of you in this Congress
may recognize, which the voters want something at the lowest pos-
sible cost. When it comes to bankruptcies, for example, you have
to declare winners and losers. If you call in bad loans and you put
people out of business, you put people out of work and that’s very
hard to do in a Japanese context. That reinforces, I think, the view
of most of the panelists here, if not all of them, that it’s going to
be very, very hard to get the Japanese to bring about this kind of
change on their own; about the situation getting much worse.

Mr. LINDSEY. Let me just add that certainly that voter turnout
and the results indicate a high degree of voter frustration with the
ruling Liberal Democratic Party. But we don’t know whether peo-
ple are frustrated because the LDP has done too little or whether
they’re frustrated because they’ve done too much. Or whether
they’re simply frustrated because the LDP has been vacillating and
inconsistent. 'm sure different parts of the electorate had different
motivations. So, while I would like to be optimistic and read these
election results as a mandate for change, and perhaps it is possible
that they will used as such, it’s not necessarily so.

Also, even if frustration with one party is incoherent, in other
systems it nonetheless does have clear policy ramifications because
there’s an opposition party that takes advantage. In the Japanese
system, unfortunately, there isn’t a strong, cohesive opposition
party that will be able to take advantage of these particular elec-
tion results.

Mr. HERGER. I thank you, Mr. Jefferson. I thank our panelists.
We do have about three minutes left for this vote. Thank you very
much for appearing and your very good and helpful testimony.
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We will recess now, subject to the call of the Chair. And when
we return, we'll conclude with our third panel. Again, thank you
very much.

[Recess.]

Mr. HERGER. We will now reconvene the Ways and Means Sub-
committee on Trade.

And if we could have our last panel—it looks like it’s gathering.
Mr. Brad Smith, director of international relations, American
Council of Life Insurance; Shannon S. Herzfeld, senior vice presi-
dent, international affairs, Pharmaceutical Research and Manufac-
turers of America; and Mr. Wendell Willkie II, senior vice presi-
denic{, general counsel, of Westvaco Corporation, New York, New
York.

Mr. Smith.

STATEMENT OF BRAD SMITH, DIRECTOR, INTERNATIONAL
RELATIONS, AMERICAN COUNCIL OF LIFE INSURANCE

Mr. SmiTH. Thank you. Mr. Chairman and members of the sub-
committee, we’'d like to thank you on behalf of our 532 member
companies for the opportunity to raise this important issue. In ad-
dition to my written comments, with your permission, I'd also like
to submit for the record a further explanation of the violations that
we believe are currently underway with the 1994 and 1996 U.S.-
Japan Bilateral Insurance Agreements, along with a concurrent
document produced by our sister association, the American Cham-
ber of Commerce in Japan Insurance Committee.

Mr. HERGER. Without objection.

Mr. SMITH. Thank you.

At the beginning of 1998, our international committee authorized
the creation of a new task force to review current and future insur-
ance trade agreements with regard to compliance and implementa-
tion. Its first project was to answer a request from the United
States Trade Representatives’ office for industry input on the Japa-
nese government’s implementation of the 1994 and 1996 U.S.-
Japan Insurance Agreements.

The U.S. ensures the Japanese insurance market remains highly
restrictive and extremely difficult to penetrate. At $407 billion a
year in annual premium volume, it is the largest life insurance
market in the world, yet the foreign share of Japan’s market is a
mere 3.9 percent. By contrast, the foreign market share of every
other G—7 country is at least 10 percent and, in some cases, it ex-
ceeds 30 percent.

In 1994 and 1996, our respective governments undertook two
agreements designed to promote transparency and deregulation of
the Japanese insurance market and to open it to meaningful for-
eign participation. However, the overall goals of these agreements
are far from being achieved until such time as Japan fully imple-
ments the commitments it has made to substantially deregulate
the primary sector areas of its insurance market in a transparent
manner. It is obliged to maintain existing protections for foreign
firms that have created significant market niches within the so-
called third sector, which I'll explain in a moment.

In terms of liberalizing the primary insurance sector, which rep-
resents 95 percent of the Japanese market, I have listed the many
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specific items of non-compliance in my written testimony, although
I'll be pleased to answer any questions you might have. In sum,
this not only means that the Japanese insurance market remains
effectively closed to U.S. insurers, but that Japanese consumers
continue to be denied the benefits of a competitive marketplace.

Similarly, we are extremely concerned with the diminution of the
third-sector safeguards caused by increased activity of Japanese in-
surance firms and subsidiaries in this segment of the market. The
desire of Japanese business to participate here provides our nego-
tiators with significant leverage to encourage liberalization of the
first sector, which is life, and the second sector, which is property
and casualty.

Until the 1994 agreement, the government of Japan pledged to
continue longstanding limitations on entry by Japanese large in-
surance companies into the life portion of the third sector, as well
as specific restrictions on third-sector activities by Japanese life
and non-life subsidiaries. These limitations must continue until pri-
mary sector liberalization has been achieved and a transition pe-
riod of two-and-a-half years has expired. The purpose being to en-
able foreign firms to establish some toehold in the primary sectors
which, as I said, represents 95 percent of the market, before they
are faced with onslaught in the third sector from large Japanese
insurance companies. Without enforcement of this provision, the
foi‘leign market share in Japan’s insurance market may actually
all.

ACLI member companies report that the Ministry of Finance has
failed to live up to this key provision in several critical ways. First,
it has allowed the second-largest Japanese non-life insurance com-
pany, Yasuda, to create, by agreement, a de facto subsidiary
through its partial ownership of INA Himowary, thus creating rad-
ical change in the agreement, which is specifically prohibited. This
circumvention has created pressure on the Ministry of Finance to
also allow other Japanese companies into third sector, specifically
by approving a cancer insurance rider product for Tokio-Anshin,
which is owned by Japan’s largest insurance company, Tokio Fire
and Marine. Even as we speak, companies are reporting potential
new problems in Japan’s third sector. The specific concern is that
protected products, like group personal accident and cancer insur-
ance, are being marketed through new sales channels, creating rad-
ical change in the insurance sector which is a serious violation of
the agreement.

With all this in mind, we firmly agree with USTR’s July 1 con-
clusion that, as things stand today, the two-and-a-half-year count-
down to the opening of the third sector should not begin. The
countdown should not begin until, as the bilateral agreements re-
quire, there is substantial deregulation of the overall Japanese in-
surance market. The objective of the bilateral agreements was to
increase American insurance companies’ opportunities in the Japa-
nese market by improving market access for foreign companies, im-
proving market competitiveness, and promoting consumer choice.
When Japan lives up to its commitments, the real beneficiaries will
be Japanese consumers who, for the first time, will be able to buy
innovative and competitively priced insurance products.

I'd be pleased to answer any questions you might have.
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[The prepared statement and attachments follow. Attachments
are being retained in the committee files.]



87

STATEMENT OF THE |
AMERICAN COUNCIL OF LIFE INSURANCE
BEFORE THE
HOUSE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON TRADE

ON

IMPLEMENTATION
OF
1994 AND 1996 US/JAPAN INSURANCE AGREEMENTS

JULY 15, 1998

Statement Made By:

Brad Smith

Director, International Relations
ACLI



88

Mr. Chairman and members of the Subcommittee, my name is Brad Smith, and I am
Director of International Relations of the American Council of Life Insurance. ACLD’s
International Life Insurance Committee has active participation of over fifty member
companies, both those with existing international operations and many currently planning or
developing international activities. The committees mandate is to advance the interests of
ACLI member companies on international life insurance, pension, disability and long term
care matters, including formulating policy recommendations, providing a unified industry
forum, assuring effective lines of communication between pertinent federal and state
government agencies, foreign governments.and trade associations, and other financial service
organizations, and providing support for ACLI member companies through educational and
informational assistance programs.

As the ACLI’s Director of International Relations, I help members with research and
coordinate the development and advocacy of industry consensus positions on trade policy and
industry relations matters that affect our industry. In this capacity, I work closely with the
trade negotiation and facilitation offices of the U.S. executive branch, most regularly the
Executive Office of the United States Trade Representative and the Commerce, State and
Treasury Departments.

The ACLI has long been a supporter of free and fair trade in global life insurance and
pension markets in the belief that increased competition improves efficiency and
professionalism in local insurance markets, and provides consumers with the best choice of

insurance products at the lowest cost, and with the best possible service.
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At the beginning of 1998 our international committee authorized the creation of a new
task force to monitor compliance and implementation of current and future insurance trade
agreements. This was done following the just concluded World Trade Organization’s
Financial Services Negotiations. Our Insurance Trade Agreement Compliance Monitoring
Task Force, continues to review these commitments along with other bilateral and
multilateral agreements which the U.S. is a party to, but its first project was to answer
USTR’s request for industry input on the Japanese Government’s implementation of the 1994
and 1996 US/Japan Insurance Agreements,

The agreements call for a status review between the two governments every six
months, and USTR was seeking any specific problems U.S. companies were having in Japan
which they felt to be inconsistent with the agreements, so USTR could raise these issues with
their Japanese counterparts. We surveyed all members of our International Life Insurance
Committee and reported the results in writing to USTR. S‘ince then we have requested
regular meetings with USTR to provide updates on the status of Japanese implementation of
the measures committed to in the agreements, as well as providing any specific technical
assistance our negotiators may need.

For U.S. insurers, the Japanese insurance market remains highly restrictive and
extremely difficult to penetrate. At US$407 billion dollars a year in annual premium volume,
it is the largest life insurance market in the world. Yet the foreign share of Japan's market is a
mere 3.9%. By contrast, the foreign market share of every other G7 country is at least 10%
and in some cases exceeds 30%.

In 1994 and 1996 our respective governments undertook two agreements designed to

promote transparency and deregulation of the Japanese insurance market and to open it to
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meaningful foreign participation.

We recognize that some limited progress has occurred since 1996. However, the
overall goals of these agreements are far from being achieved. Until such time as Japan fully
implements the commitments it has made to substantially deregulate the primary sector areas
of its insurance market in a transparent manner, it is obligated to maintain existing protections
for foreign firms that have created significant market niches within the so-called third sector.

In terms of liberalizing the primary insurance sectors which represent 95% of the
Japanese market, specific items of non-compliance include:

. Lack of transparency and failure to make meaningful reform of the
rating bureaus;

. Slowing the entry of new products and rates into the marketplace by
regularly failing to approve them within 90 days;

. Continuing failure of operational transparency in the notification
system so that the regulatory system and related rules are often vague
and open to unpredictable interpretation;

. Failure to include prudential recommendations of foreign insurers in
the reform of the payment guarantee system resulting in a system that
fails to equitably distribute the cost of future insolvencies and minimizes
foreign participation in the organization’s management, and
importantly;

. A consistent failure to adequately staff the relevant regulatory offices to
be able to fully implement all of the preceding commitments.

In sum, this not only means that the Japanese market remains effectively closed to U.S.
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insurers, but that Japanese consumers continue to be denied the benefits of a competitive
marketplace.

Similarly, we are extremely concerned with the diminution of the third sector
safeguards caused by increased activity of Japanese insurance firms and subsidiaries in this
segment of the market. The "third sector” is comprised of specialty insurance products such
as personal accident, medical and cancer insurance, and is the only sector in which foreign
insurers have gained a significant share. The desire of Japanese business to participate here
provides significant leverage to encourage liberalization of the first sector (life) and the second
sector (property and casualty). In the 1994 and 1996 agreements, the USTR successfully
linked future domestic Japanese industry access to the third sector (representing some 5% of
the overall market) to substantial deregulation of the primary areas of life and non-life
insurance (95% of the market).

Under the 1994 Agreement, the Government of Japan pledged to continue long-
standing limitations on entry by Japan's large insurance companies into the life portion of the
third sector, as well as specific restrictions on third sector activities by Japanese life and non-
life companies and their subsidiaries. These limitations must continue until primary sector
liberalization has been achieved, and a transition period of two-and-a-half years has expired.
Its purpose is to enable foreign firms to establish some toehold in the primary sectors before
they face an onslaught in the third sector from large Japanese insurers. Without enforcement
of this provision, the foreign share of Japan's market may actually fall.

ACLI member companies report that the Ministry of Finance has failed to live up to
this key provision in several critical ways. First it has allowed the second largest Japanese

non-life company (Yasuda) to circumvent the agreement by allowing Yasuda to establish a de
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Jacto subsidiary through its partial ownership of INA/Himawari, thus creating a "radical
change" in the third sector - a clear violation of the 1994 and 1996 agreements. This
circumvention has created pressure on the Ministry of Finance to allow other large Japanese
companies to enter the third sector, specifically by approving a.cancer insurance rider product
for Tokio-Anshin, the new life subsidiary of the Tokio Fire and Marine, Japan's largest non-
life company.

Even as we speak, companies are reporting potential new problems in Japan’s third
sector. The specific concern is that protected products are being marketed through new sales
chanriels creating “radical change” in this important sector.

Failure to achieve liberalization of its insurance market is not the only area where
Japan has failed to act. For years Japan's leaders have said they intend to fundamentally
reform their economy, making it more transparent and open to foreign competition. Today
Asia is facing its most acute economic crisis in decades. japén - by far the largest economy in
the region and the natural engine to lead economic recovery - continues to resist change.
Prime Minister Hashimoto recently told a meeting of South East Asian leaders that Japan
would simply not be able to absorb higher imports from Korea, Thailand, Indonesia, the
Philippines or others. Japan's failure to accept higher levels of imports means the US will
become the likely export target for these countries as they attempt to export their way to
renewed economic growth. It is therefore crucial for the United States to ensure that Japan
live up to all its trade obligations, including insurance.

With all this in mind, we firmly agree with the USTR’s conclusion that, as things
stand today, the two-and-a-half-year countdown to the opening of the third sector should not

begin. The countdown should not begin until, as the bilateral agreements require, there is
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substantial deregulation of the overall Japanese insurance market. The objective of the
bilateral agreements was to increase American insurance companies’ opportunities in the
Japanese market by improving market access for foreign companies, improving market
competitiveness and promoting consumer choice. When Japan lives up to its commitments,
the real beneficiaries will be Japanese consumers, who for the first time will be able to buy
innovative and competitively priced insurance products.

We stand ready to lend every assistance and support to our government negotiators
and commend this Subcommittee and other interested members for their strong support for
our efforts to insure that Japan lives up to its trade commitments.

I would be pleased to answer any questions.
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Mr. HERGER. Thank you, Mr. Smith.
Ms. Herzfeld.

STATEMENT OF SHANNON S.S. HERZFELD, SENIOR VICE
PRESIDENT, INTERNATIONAL AFFAIRS, PHARMACEUTICAL
RESEARCH AND MANUFACTURERS OF AMERICA

Ms. HERZFELD. Thank you very much, Mr. Chairman. Thank you
for the opportunity to present our industry’s views.

As you know, I represent PhRMA, the Pharmaceutical Research
and Manufacturers of America. We are America’s leading research-
based pharmaceutical and biotechnology companies. Many of the
members of this committee are quite familiar with PhRMA’s mem-
bers. Companies like Searle have their headquarters in Illinois.
Pfizer and Bristol-Myers Squibb are headquartered in New York.
Warner Lambert has a state-of-the-art research facility in Michi-
gan. And, of course, California and Massachusetts have clusters of
high-tech biotech companies such as Amgen and Genzyme,
Genentech, and Biogen.

The lifeblood of our industry is research, taking America’s best
ideas and turning them into innovative medicines. PhRMA compa-
nies alone will invest more than $20 billion in research and devel-
opment in 1998. That is one-fifth of our total world sales. This en-
sures that the American pharmaceutical industry remains the lead-
er in the development of innovative medicines and, indeed, half of
all new medicines now are discovered here in the United States.

This not an easy task. On average, it takes 12 to 15 years and
approximately $500 million to go from the discovery of a new drug
to your medicine cabinet. For every 15,000 compounds that are in-
vestigated, only 3 ever make it to your medicine cabinet and of
those 3, only 1 will turn a profit. So that’s 1 profitable compound
out of every 15,000. This is a risky and challenging business.

The Japanese market is very, very important to our members. It
is a $64 billion market and Japan is the second-largest pharma-
ceutical market in the world. American companies, however, have
managed to capture only 15 percent of this market. In contrast, for
example, we have about twice that market share in Europe. Since
America is undeniably the leader in innovative medicines, this rel-
atively small market share percentage is a disappointment.

Professor Lacey Glenn Thomas of the Emory University Business
School recently studied the Japanese pharmaceutical market. He
found that, since 1991, for every 10 new medicines that were
launched in the United States and Europe, only 3 have become
available in Japan. That means that 7 out of 10 new medicines
launched in this decade remain unavailable in Japan.

For example, none of the three leading medicines available here
to treat depression are available in Japan. Nor are major medicines
for epilepsy, migraine headaches, prostate disease, or leukemia. We
in America have begun to expect new medicines and new therapies
to be available to us but, in contrast, the Japanese patient and
their doctors wait as the gap increases between what is therapeuti-
cally possible and what is administratively available.

Like everything in Japan, the underlying reasons are com-
plicated, but the entrenched bureaucracy remains at the core. For-
eign clinical data is still not generally accepted by Japanese regu-
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lators. In order to launch your drug in Japan, Phase III clinical
trials—that’s when you use thousands of volunteers—must be re-
peated on ethnic Japanese persons residing in Japan. This require-
ment, which we hope to see modified in the relatively near future,
is time consuming, costly, and extremely redundant. And there is
no analogous requirement here in the United States. When you fin-
ish your trials, it now takes approximately 40 months from the
time you file your new drug application until its approval. In the
United States, it takes 15 months and that time is dropping.

And, finally, the Japanese bureaucracy sets a reimbursement
price for drugs. Let me state this again: There is no free market
price for our pharmaceuticals in Japan. The Japanese bureaucracy
sets the reimbursement price. And they do so in an antiquated
fashion that ends up propping up older, less-effective medicines
and holding down the price available for new and innovative medi-
cines. And this robs innovators of their economic incentive.

Last May, President Clinton and Prime Minister Hashimoto
agreed to deregulate pharmaceuticals within the context of the En-
hanced Initiative on Deregulation and Competition Policy. This was
very important. The Japanese finally recognized that innovative
medicines need to be a part of a modern health care system and
they agreed they needed more transparency in their health care re-
form. And, indeed, they agreed to allow the foreign pharmaceutical
companies to finally participate in their reform discussions. We are
optimistic and we realize we would not have even gotten very far—
not this far—without steadfast support from this committee, from
your colleagues in the Senate, and the Clinton administration, and
the U.S. Embassy in Tokyo.

We are cautiously optimistic, but we know far too well that
agreements that look terrific on paper are sometimes a disappoint-
ment when implemented. Japan continues to experience difficult
economic times and we are quite concerned that the entrenched bu-
reaucracies will respond by circling the wagons, holding off reform,
and postponing deregulation and this is precisely why we need
your support in order to combat.

We hope that we will continue to have your support in this en-
deavor as we look to see last May’s agreement turn into a reality.
We will be coming back for your continued support and I wish to
thank you very much, Mr. Chairman, for your kindness and oppor-
tunity to appear today. Thank you.

[The prepared statement follows:]
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Mr. Chairman, I’'m pleased to have the opportunity to testify before the
Subcommittee on Trade regarding PhRMA’s priorities in the Japanese market.

PhRMA represents America’s leading research-based pharmaceutical and
biotechnology companies. Our companies are dedicated to developing V
innovative new medicines that will enable patients in the United States and
around the world to iive longer, healthier, happier and more productive lives.
America is the world’s leader in research pharmaceuticals. But our leadership is
fragile. More than any other sector, the global pharmaceutical business demands
relentiess innovation. On average, it takes 12 to 15 years, and $500 million, to
bring a new drug to market. Last year, the PARMA companies spent over $20
billion -- one-fifth of total sales -- on research and development. A research-

based pharmaceutical company that fails to restock its pipeline by developing
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new products to replace those whose patents are about to expire, has no future.
Accordingly, America’s leading pharmaceutical companies must continuously
reinvent themselves by spending vast sums of money on risky, challenging,
cutting-edge R&D in hopes of finding new cures and treatments that will succeed
in a highly competitive global marketplace.

At $64 billion, Japan is the world’s second-largest pharmaceutical market.
Itis by far the largest and most important market in Asia. American research
pharmaceutical companies have been doing business in Japan for many years.
Today, the PhRMA member companies have about $9.6 billion in annual sales in
Japan, which is equivalent to a 15 percent market share. We have a major stake
in the Japanese market, but we face significant and daunting challenges.

Japan is in the midst of a major reform of its health care system. These
reforms fundamentally will reshape our future in Japan. The Japanese
Government is striving to preserve quality medical care for a rapidly aging
popuiation, while controlling escalating health care costs. These are challenges
that all industrialized nations, including the United States, will face in the next
century.

Today, l want to commend the United States and Japanese Governments
for a path-breaking agreement on pharmaceuticals in the U.S.-Japan Enhanced
Initiative on Deregulation and Competition Policy. The agreement was
announced on May 15 by President Clinton and Prime Minister Hashimoto on the
eve of the Birmingham Economic Summit. The highlights of the Agreement

include commitments by Japan to:
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+ Recognize the value of innovative medicines, and not impede the
introduction of innovative products, that bring better and more
effective cost-effective treatments to patients;

+ Ensure transparency during the formulfation of health care

policies by allowing U.S. phan tical manufacturers
meaningful opportunities to state their opinions and exchange
views with the relevant Japanese Ministries and advisory groups;

« Shorten the approval process for new drugs to 12 months by
April 2000 with steady and continuous improvement in the
interim; and

» Expand acceptance of foreign clinical trial data for
pharmaceuticals in compliance with guidelines adopted by the

International Conference on Harmonization.

The recent agreement with Japan is an example of a win-win trade
agreement. Deregulation will help American pharmaceutical companies compete
successfully in Japan, but even more importantly it will give Japanese patients
increased access to world-class freatments for cancer, heart disease, diabetes,
Alzheimer's, depression, and other life-threatening diseases. By streamlining
and speeding up its regulatory approval process for new medicines, Japan will

save lives, while also achieving cost savings.
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We also recognize, Mr. Chairman, that the Government of Japan today is
facing a significant economic recession, and that Government is looking for
various ways to reduce government expenditures, while providing incentives for
the economy to grow and instilling confidence in the Japanese consumer. We
believe that the commitments made by the Japanese Government in Birmingham
to de-regulate the health care sector as it governs the use of medicines, and to
create greater incentives for medical innovation, can create cost savings in
health care in the future, and thus assist Japan in moving out of its current
recession.

We are pleased that the Japanese Government has agreed that the PhARMA
member companies should have a meaningful opportunity in the Japanese health
care reform process to confribute views and ideas -- just like other stakeholders.
But we also realize that this is only a first step. We look forward to being a
constructive partner in developing comprehensive health care reforms aimed at
providing better and more affordable health care for Japanese patients. Having a
seat at the table will enable us to contribute the best ideas drawn from our years
of doing business around the globe. Specifically, the U.S. experience shows that
market-based health care reforms can achieve effective cost savings, while
maintaining quality medical services, preserving the physician’s decision-making
autonomy, and rewarding medical innovation. A dynamic and competitive health
care marketplace is the best guarantee that in the next century science and
innovation will continue to produce life-saving cures that support effective cost-

containment by allowing less expensive and less invasive therapies.
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We are deeply concerned, however, about the re-emergence of proposals
for a reference pricing system, that would impose disproportionate burdens on
U.S. pharmaceutical companies in Japan. “Reference pricing” would group
innovative U.8. patented products and older “me-too” products, which are
predominantly of Japanese origin, in broad “therapeutic categories,” which

would be subject to the same reimbursement rate. The proposal is based on the

German reference pricing model, which the Germans now recognize was a total
failure for patented medicines. Government micro-management through
reference pricing all but snuffed out innovation in Germany, and denied the
German people the medicines they need. The German Minister of Health has
stated publicly that the recent abolition of the old reference pricing system for
patented products already has begun to pay off with new investment and
research, which means new ﬁope for the people and patients of his country. The
reference pricing system didn’t work in Germany, and it won’t work in Japan,
either.

Such a system penalizes medical innovation. If such a system were to be
imposed in Japan, it would burden and restrict the ability of U.S. companies to
succeed in that country, since our industry’s lifeblood is innovation and
innovative products. But it also would create disincentives for U.S., European
and Japanese companies looking for opportunities to bring innovative medicines
to Japanese patients. There already exists a strong foundation of scientific
knowledge in Japan, and Japanese industry is commitied to quality

manufacturing. However, because of burdensome regulatory requirements, the
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Japanese system provides little encouragement to innovation and denies
Japanese patients access to the most innovative therapies in the world.

In our view, successful health care reform requires adoption of a systemic
approach to change in the entire health care system, not the singling out of one
sector, such as the pharmaceutical sector, to bear a disproportionate share of the
cost-savings.

The United States, as the world leader in pharmaceutical innovation, has a
stake in a fair and non-discriminatory reimbursement system in Japan and
markets around the world. Accordingly, PARMA welcomes Japan’s path-breaking
commitment in the Enhanced Initiative to “recognize the value of innovative
medicines” in formulating health care reforms. We hope this principle can be
used to guide the reform process in the right direction.

PhRMA also applauds the initiatives taken by the Japanese Government to
get products to the market more quickly. Shortening the product approval
process to 12 months by April 2000, as the Japanese Government has promised

to do, has the potential to dramatically expand access by Japanese patients to

" world-class medicines.

A recent study by Professor L.G. Thomas of Emory University’s School of
Business confirmed that Japan lags behind the rest of the world in approving
innovative new medicines. The Thomas study also indicates that, since 1991,
seven out of 10 new medicines launched in Europe and the United States remain

unavailable in Japan. None of the three leading medicines to treat depression is
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available in Japan, nor are major medicines for epilepsy, migraine headaches,
prostate disease or leukemia.

This is particularly striking in a wonderful country like Japan, which prides
itself on being modern. For those of you who have visited Japan, you know that,
if you want top quality audio equipment, you go to the Akihabara section of
Tokyo. If you want a powerful supercomputer, you can go to Kawasaki. If you
want the newest liquid plasma display screen, you go to Osaka, and, for the most
part, if you want state-of-the art pharmaceuticals, you go to Narita Airport to get
on a plane bound for Europe or America.

Our member companies also are experiencing a general time lag in the
introduction of all new drug products in Japan. For example, a recent industry
survey in Japan showed that new drugs approved in 1997 had taken an average
of nearly 40 months {not including “fast track” approvals for three treatments for
HIV and AlDs}, compared to 15 months in the U.S.

Under the Enhanced Initiative, Japan will expand the acceptance of foreign
clinical data in its approval of new pharmaceuticals. If these commitments are
fully implemented, it will significantly reduce the time and expense that U.S. firms
must devote to new product testing and approvals in Japan. This step will
benefit Japanese patients by accelerating the introduction of innovative, cost-
effective medicines by U.S. firms, which are leaders in developing world-class
drugs. It will speed reform of an archaic clinical trial system, which currently has
the unintended effect of restricting access by Japanese patients to potentially

life-saving medicines developed abroad.
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While we laud the commitments made by the Japanese leadership in
Birmingham to de-regulate the pharmaceutical sector in several important ways,
we also are not naive about the process of implementation of these
commitments. Our experience over the past several years has shown us that
there has aiways been a long and arduous road to travel in U.S.-Japan trade
agreements between commitment and implementation - between what the
Japanese Government says it is going to do and what it actually does. We look
forward to working with you, Mr. Chairman, and other members of this
Committee, as well as with our key trade negotiators, to ensure that the
Government of Japan does what it committed to do in Birmingham on May 15.

Mr. Chairman, we are on the verge of a golden age in health care. In the
next century, the potential for discovery and innovation in biomedical sciences,
biotechnology and genomics ibs almost limitless. America is a world leader in
medical research and innovation, and in developing new medicines. PhRMA
applauds the efforts by the U.S. Department of Commerce, Office of the United
States Trade Representative, U.S. Embassy, and Japanese Ministry of Health and
Welfare to accelerate reforms that will reduce the burden of regulation, reward
innovation, encourage investment in cutting-edge research and development,
and promote effective cost-containment. We appreciate the support we have
received from this Committee in conveying our concerns about reference pricing
to the Japanese Government. We look forward to working with you to ensure that

the PhRMA companies continue to have an opportunity to contribute to the
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discovery and development of new medicines that will improve the well-being of

Japanese patients, as well as patients throughout the world.
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Mr. HERGER. Thank you. Thank you very much, Ms. Herzfeld.
Ms. HERZFELD. Thank you.
Mr. HERGER. Mr. Willkie.

STATEMENT OF WENDELL L. WILLKIE II, SENIOR VICE PRESI-
DENT AND GENERAL COUNSEL, WESTVACO CORPORATION

Mr. WILLKIE. Yes, thank you, Mr. Chairman. We appreciate the
opportunity to appear before you today. I appear on behalf of not
only Westvaco corporation, but also the American Forest and Paper
Association.

Westvaco is a major manufacturer of paper packaging and spe-
cialty chemicals. During the last decade, our international sales
have nearly tripled. International business is the fastest-growing
segment of our company and last year our business outside of the
United States accounted for 25 percent of our total sales.

The American Forest and Paper Association represents an indus-
try that accounts for 8 percent of U.S. manufacturing output. The
U.S. is the largest producer of paper and wood products in the
world and Japan is the second-largest market for paper products.
Simply put, Mr. Chairman, export sales are critical to the future
growth and well-being of our industry and access to the Japanese
market is an essential part of this equation.

Unfortunately, however, Japan’s continuing refusal to open its
markets adversely affects trade and economic growth in the Asia
Pacific region and now threatens to stall an important trade liber-
alization initiative in the APEC forum, as Mr. Fisher’s testimony
before the committee earlier today indicated.

In Vancouver last November, APEC leaders, including President
Clinton and then-Prime Minister Hashimoto, endorsed a proposal
to eliminate tariff and non-tariff barriers in nine priority sectors,
including wood and paper products accounting for over $1.5 trillion
in regional trade. With some of its members already deeply in cri-
sis, the APEC leaders opted for a bold trade liberalization plan to
stimulate regional trade and boost the confidence of world financial
markets.

The APEC initiative is of vital importance if we are to open
Japan and other Asian markets to U.S. forest products. In 1997,
the Far East region attracted 40 percent of U.S. paper and wood
product exports at a dollar value of about $8.5 billion. Statistics
from the first quarter of 1998, however, as compared to the first
quarter of 1997, illustrate what our industry, Mr. Chairman, is
now up against. For the first quarter of 1998, wood product exports
are down 44 percent. Paper and paper board exports are off 77 per-
cent. Newsprint exports are down 25 percent and printing and
writing papers are down 36 percent. And in the same time frame,
wood product imports have increased 18 percent; paper and paper
board by 44 percent; printing and writing imports have increased
138 percent; and newsprint imports are up an alarming 700 per-
cent.

In other words, the Asian economic crisis is having a significant
and very negative impact on the forest products industry. In this
context, trade liberalization through the APEC initiative is ur-
gently needed if we are to preserve American jobs in our industry
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and establish a level playing field which will enable us to compete
in Japan and other Asian markets over the long term.

Last month, APEC trade ministers met in Kuching, Malaysia.
Country after country agreed that the crisis was not an excuse to
stall further trade liberalization, but on the contrary, a compelling
reason to move forward. These ministers agreed that eliminating
trade barriers must be a part of any long term solution to the re-
gion’s economic problems. All countries agreed, that is, except for
Japan. Citing the fact that its industries cannot stand up to inter-
national competition, Japan is seeking to exclude as many as six
of the nine sectors from its market opening commitment, with for-
est products topping the list.

The irony in the Japanese position is striking. By continuing to
protect non-competitive industries, Japan is refusing prescriptions
being taken by weaker economies, smaller economies in the region.
What message is Japan now sending by its actions to other impor-
tant APEC countries? The CEOs of our industry, members of Con-
gress, numerous governors, and the leaders of our unions have
written to the President, urging him to hold Japan to its APEC
commitment.

If the past is any guide, we can expect Japan’s leaders to argue
that politicians cannot challenge the powerful economic interests
arguing for continued protection, especially in the country’s current
turbulent political climate. But there is no reason for the United
States to concede this and very large reasons to press even harder
for an immediate and firm commitment by Japan to open its mar-
ket, including a commitment to eliminate tariffs and reduce non-
tariff barriers in all sectors being negotiated in APEC. Internal pol-
itics notwithstanding, Japan can no longer duck its obligations to
its partners in the region and to the global trading community. As
with other leaders throughout the region, it is hoped that Mr.
Hashimoto’s successor will make market reform the first order of
business.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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Mr. Chairman and Members of the Committee, thank you for this opportunity to present
testimony. My name is Wendell Willide, and I am Senior Vice President and General Counsel of
the Westvaco Corporation. Westvaco is 2 major manufacturer of paper, packaging and specialty
chemicals. During the last decade, Westvaco’s international sales have nearly tripled, making
international business the fastest growing segment of our company. Last year, business outside
of the United States accounted for 25 percent of our company’s total sales. We are also one of
the largest producers of envelopes in the world.

I am here today on behalf of my company and the American Forest & Paper Association. The
United States is the largest producer of paper and wood products in the world. Our industry
accounts for 8% of U.S. manufacturing output. We ernploy 1.6 million Americans and rank
among the top 10 manufacturing employers in 46 states. With U.S. and foreign sales in excess of
$200 bitlion annually, we have been ranked as among the most globally competitive of all U.S.
manufacturing industries.

Export sales are critical to the future growth and, ultimately, the survival of our industry. Access
to the Japanese market is a critical part of this equation. After the U.S,, Japan ranks as the
second largest market for paper products and the number one export destination for solid wood
products. Japan is a high cost producer of both paper and wood products. The competitive price
and high quality of U.S. forest products should command for our companies a strong position in
the Japanese market.

But this is not the case:
JAPAN MARKET ACCESS

The primary hurdle that excludes U.S. paper products from the $50 billion Japanese market is a
pervasive web of anticompetitive business practices which ensure that the bulk of Japanese sales
go to domestic suppliers. Anticompetitive behavior at all levels of the production and
distribution chain have kept imports from all sources to just 4.2 percent of Japanese paper
consumption~the lowest import penetration ratio in the world. (Background information on the
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form and extent of anti-competitive practices in the Japanese paper market is attached to this
statement.)

From 1992 10 1997, the U.S. and Japan had a government-to-government agreement to improve
U.S. access to the Japanese papcr market. This agreement failed to increase the U.S. market
share--it actually declined by one tenth of one percent: our share was 1.9 percent when the
agreement started and it declined to 1.8 percent in 1997 when Japan unilateraily decided it would
not be renewed. During the five year “truce” purchased by the agreement, however, the Japanese
paper industry scrapped many of it most outdated machines, (receiving government supports for
displaced workers), consolidated its largest firms, added new, more efficient capacity and, under
the guidance of a MITI Plan, transformed itself into a potential export industry. This new
capability rests on the foundation of a sanctuary home market.

Today, it is fair to say that the results are in: for 1997, the first year without an agreement,
Japanese paper production is up by 3.3%, imports from all sowrces have declined by 15%; and
exports have increased by 35%-with the higher value-added printing and writing papers
increasing by 50% and containerboard up by almost 60%.

In the wood products market, Japan has traditionally relied on discriminatory technical standards
and a sharply escalated tariff structure 10 exclude value-added wood products imports. In recent
years, due in large measure to the Japanese government’s desire to lower the cost of housing
construction through deregulation, the U.S. has been able to make substantial progress in
mitigating the more discriminatory aspects of Japanese building codes and other technical
standards. But :ariffs remain a major obstacle. We support USTRs efforts to further liberalize
standards in the deregulation forum, but the Japanese market will not be open--and U.S.
producers will not eamn key export dollars— until tariffs on wood products are eliminated.

JAPAN’S ROLE

There is little in my testimony that is unique or surprising: the broad outlines will be familiar to
the other industry representatives you hear from today. Because successive governments have
given priority to Japanese industry demands for protection from import competition, Japan has
never realized its appropriate role in the international trading system--that of a high income,
developed market, particularly for emerging manufacturing and resource-based industries in the
region. The U.S. has exhorted a succession of Japanese Prime Ministers to step up 10 Japap’s full
measure of responsibility for the fimctioning of the open world trading system—without much
SUCCESS.

The recent financial crisis in Asia lends new urgency to our effort to open the Japanese market
The threat that continuing Japanese protectionism may drag the larger region decper into
recession means that tolerance of further stalling and equivocation may well be costly to our own
economy as well as those Asian countries already deeply involved.
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On June 20 G-7 deputy finance ministers and their regional counterparts held an emergency
meeting in Tokyo and declared: “it is of vital importance to Japan, to the recovery of Asia,
particularly those countries affected by financial market turbulence, and to the eatire world
economy, that Japan restore its banking system to health, achieve domestic demand-led growth,
open and deregulate its markets.”

These three elements also made up Prime Minister Hashimoto’s pledge to President Clinton in
the wake of U.S. intervention to support the yen.

So far, Japan has not taken credible action on any of these:

o the bridge banking plan has been found seriously deficient by world financial
markets; and

) reliance on outdated public spending techniques, and conflicting signals on
possible tax cuts, has failed to stimulate domestic spending.

But the most glaring deficit between Japan’s comrmitinent and its performance is in the area of
market opening.

APEC

The immediate vehicle for Japan to take on an appropriate and respoasible role in boosting Asian
economic recovery is the trade liberalization initiative being negotiated in the Asia Pacific
Economic Cooperation forum (APEC). Last November, President Clinton and other heads of
state, including Japanese Prime Minister Hashimoto, endorsed a proposal by their trade ministers
to liberalize trade within the APEC region in nine priority sectors—forest products, fish and fish
products, toys, gems and jewelry, chemicals, medical equipment, environmentat goods and
services, energy, and telecommunications. Trade in the nine sectors already generates $1.5
trillion in sales for the APEC economies; liberalization should boost those numbers significantly

higher.

Negotiators were instructed to reach agreement on early trade liberalization in the nine sectors by
mid-June 1998, and to begin talks on trade liberalization in six additional sectors--oilseeds, food,
fertilizer, autos, natural and synthetic rubber, and civil aircraft.

he AP itigtive is icg ing Japan g ther Asia arkets to
forest products. In 1997, about $8.5 billions in U.S. export of paper and wood products,
representing 40 percent of total industry exports, were shipped to the Far East region. The results
this year will be much worse for our industry. Already, our companies arc under significant
pressure as 2 result of the Asian financial erisis—U.S. paper, pulp and wood exports to Asia ate
down sharply, and we are beginning to see rising imports from the region. The competitive
boost associated with the devaluation of regional currencies far exceeds the margin of protection

3
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provided by most tariffs: the APEC initiative therefore represents our best, and perhaps only,
opportunity in the foreseeable fiure to preserve American jobs in this industiy and establish the
kind of level playing field which will enable us to compete in Japan and other Asian markets
once the current financial crisis is over. .

J.amn_s_omm Removmg tzmﬁ‘ and non-tanﬁ‘ bamers to u-ade wﬂl glve an mmed:arc
boost to the Japanese economy and spur demand by reducing costs to Japanese consumers. Over
the long run, greater competition will force Japanese industry to become more efficient and stop
the drain of money used to prop up inefficient enterprises. In the wood products sector alone,
studies show that elimination of wood tariffs will lower the cost of housing in Japan.

time, js critical to the resovery of the region. APEC ieadexs are lookmg to the SUCCESS of the
APEC pegotiations as & way to send a credible signal to world roarkets that they will continue to
be competitive. At the same time, the elimination of Japanese tariffs on forest products in
particular would have the immediate effect of increasing the export earnings potential of regional
suppliers--such as Indonesia, Malaysia, Thailand and South Korea—which have been hardest hit
by the crisis. Without Japanese participation, the long term economic benefit of APEC trade
liberalization is sharply diminished and the credibility of the regional liberalization process as a
whole is undermined.

At the June 22-23 APEC Ministerial in Kuching, Malaysia, APEC trade ministers resoundingly
endorsed trade liberalization. In the forest products sector, we are pleased that Ambassador
Barshefsky succeeded in keeping the trade liberalization process moving forward, and that
Ministers reconfirmed their commitment to essential elements of the forest products proposal
which AF&PA has been promoting: coverage of all products (both paper and wood), zero tariff
rates, and specific end dates ranging from 2000-2004.

In the face of the region’s deepening economic turmoil, country after country agreed that the
crisis was not an excuse to stall further wade liberalization but, on the contrary, a compelling
reasons to move forward. They agreed that eliminating wade barriers must be a central
component of any long term solution to the region’s economic revitalization.

All, except Japan. Citing the fact that these industries cannot stand up to international
competition, Japan is seeking 1o exclude as many as six of the nine sectors from its market
opening commitment--with forest products (and fish) at the top of the list.

The irony in this position is clear—and potentially tragic. By continuing to protect non-
competitive industries, Japan is refusing the IMF prescription being taken by weaker economies
in the region. Continued adherence to the old protectionist Japan model will certainly extend the
longevity of its current recession, and virtually ensure that the Japanese economy will not be
capable of acting as a regional locomotive any time soon.  On the coutrary, given its relative
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size, it could increasingly become a drag on a region which is already over stressed.
NEXT STEPS

The now-canceled meeting between President Clinton and Prime Minister Hashimoto would
have been the best opportunity for the U.S. to collect on the Japanese commitment to deregulate
and open its markets as part of the joint effort to support the yen. The CEO’s of AF&PA
member companies, several members of Congress—including members of this Committee—the
Governors of fourteen states and the leaders of the forest products industry unions have written
to the President urging him to raise APEC sectoral liberalization to the top of the U.S.-Japan
bilateral agenda. (These letters are attached to this statement )

If the past is any guide, we can expect Mr. Hashimoto’s successor to argue that, in his party’s
wesakened political state, they cannot challenge the powerful economic interests arguing for
continued protection. There is no reason for the President to concede this point—and very large
reasons for him to press even harder for an immediate and firm commitment by Japan to open its
market, including a commitment to eliminate tariffs in all sectors being negotiated in APEC.

To ensure that this opportunity does not pass--and that the traditional Japanese practice of
waiting until the last 1o make concessions does not cast a2 pall over the November meeting of
APEC leaders, further undermining market confidence, the President should make it clear to Mr.
Hashimoto and his colleagues in the LDP that--internal politics notwithstanding--Japan can no
long duck its obligations to its partners in the regions, and to the global trading system. Like
new leaders throughout the region, Mr. Hashimoto’s successor must make market reform the first
order of business. Committing Japan to eliminate its tariffs on all sectors covered by the APEC
initiative would be a clear signal that the new leadership has both the vision and the fortitude to
lead Japan—and the region--out of its current difficulties.
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Mr. HERGER. Thank you very much, Mr. Willkie.

Mr. Smith, the administration has emphasized the implementa-
tion of existing trade agreements. In your written statement, it
shows that the 1992-1997 paper agreement—and, excuse me, I
want to address this to Mr. Willkie——

Mr. WILLKIE. Sure.

Mr. HERGER [continuing]. Paper agreement with Japan failed to
increase the market access. Do you feel this was a problem with
implementation?

Mr. WILLKIE. Well, I think that the last administration’s U.S.
Trade Representative Ambassador Hills did a terrific job in negoti-
ating that agreement. And I think that our industry, as with oth-
ers, have also been well-represented. Our interests have been well-
advocated by Ambassador Barshevsky and her predecessor, Ambas-
sador Kantor.

But the political intransigence and the resistance in Japan has
simply, to date, precluded our making the progress that we think
it’s reasonable to anticipate. We have—foreign firms have a 4 per-
cent market share in forest products in Japan and the U.S. indus-
try has a 2 percent market share. In every other market in the
world, we have a much more substantial market share than that.
The agreement has not yielded the results we had anticipated and
now we see that Japan is refusing to participate in this APEC
trade liberalization process.

So we think it’s important that we keep up the pressure. This
is the right way to go. It’s the way the whole rest of the world is
going and, Mr. Chairman, we appreciate the leadership that you
and other members of Congress have taken in articulating the in-
terests of our industry. We know you’ve been a good friend to our
industry. And we just think we need to keep the pressure on.

Mr. HERGER. Thank you, Mr. Willkie. Ms. Herzfeld, you de-
scribed the U.S.-Japan Enhanced Initiative on Deregulation and
Competition as a constructive step in this area. As we have learned
over the years, agreements are only as good as their implementa-
tion. What steps do you believe will lead to adequate implementa-
tion?

Ms. HERZFELD. Thank you very much, Mr. Chairman. We think
it was a breakthrough agreement in that it got the Japanese to rec-
ognize formally that there is a role for innovative medicines in
health care reform. We, though, are very uneasy that during this
time of economic difficulty, the bureaucracy, which is really respon-
sible for the slow change in Japan, is going to entrench; is going
to be obstructive.

The bureaucracy needs to be led from the top. We are looking for
continued pressure, like we have received from this committee,
from your colleagues in the Senate, from the administration, at
every step. Japan is going through a major health care reform,
quite independently of their financial crisis. They have pledged to
have a massive new health care system in place by April, 2000.
And that will either be a health care system which is inward-look-
ing and bureaucracy-driven or a health care system which is mod-
ern.

We will get to a modern health care system if we keep the pres-
sure on, day-in and day-out, from the Embassy to the Department
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of Commerce to the U.S. Trade Representative, through members
such as yourself and your committee and through the Senate.
Without it, the progress will stop in its tracks.

Mr. HERGER. Thank you, Ms. Herzfeld. Now, Mr. Smith, does the
extreme weakness of the yen affect your members’ ability to sell in-
surance in Japan?

Mr. SMITH. No, not at all. The U.S. insurance companies, because
of the very competitive nature of the United States market, have
been very successful in markets around the world. The purpose of
these agreements is to create the opportunity for U.S. companies
to be able to compete in Japan on price. The historical regulation
of the Japanese market is everybody has to sell the same product
at exactly the same price. Actually, in times of economic difficulty,
price competition would add to increased sales by U.S. companies,
so this should actually be an advantage to us, if we're truly allowed
to compete in the market, as the agreements are intended to
achieve.

Mr. HERGER. Thank you very much. I do thank our panelists and
your participation. These are concerns for not only your companies,
but many other companies that are in our districts throughout our
nation and I agree with you that we have to continue to keep the
pressure on, to continue to work on this issue together. I believe
only by doing so will we see the progress that we deserve and
which has to come about.

I thank you. With that, this Subcommittee will stand adjourned.
Thank you.

[Whereupon, at 5:05 p.m., the hearing was adjourned subject to
the call of the Chair.]

[Submissions for the record follow:]
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Testimony of Ambassador Richard Fisher
Deputy United States Trade Representative

U.S. Trade Relations with Japan

House Ways & Means Trade Subcommittee
Executive Session
July 15, 1998

Mr. Chairman and Members of the Committee, thank you for holding this hearing on our
trade relationship with Japan and for inviting USTR’s testimony.

U.S.-JAPAN TRADE AGENDA

Our trade policy with respect to Japan begins with three simple facts. One, Japan is the
world’s second largest economy; two, Japan is our second largest trade partner; and three, we
expect Japan to play the responsible role it can and should play in world trade and economics.

Our trade relationship with Japan is thus highly complex, and enormously important to
American firms, workers and investors, as well as to Japan, Japan’s neighbors, and the entire
world. And our negotiating agenda with Japan reflects the importance and breadth of this
relationship. We are engaged in discussions of the Asian financial crisis and Japan’s domestic
growth; deregulation of Japan’s economy; monitoring and enforcement of our existing bilateral
trade agreements; dispute settlement proceedings at the World Trade Organization; regional trade
liberalization through Asia Pacific Economic Cooperation (APEC); working to strengthen the
operation of the WTO and developing the agenda for WTO negotiations on agriculture, services,
transparency, and other issues.

These discussions aim at the following goals: immediate and decisive action to strengthen
Japan’s financial system; rapid and effective implementation of fiscal stimulus in Japan to restore
robust, domestic demand-led growth, and comprehensive deregulation and market opening.

These are issues on which we, and Japan’s neighbors, and Japan’s people, urgently need
meaningful action. My testimony today will address. our trade relationship with Japan.

U.S.-JAPAN TRADE

Japan can do more for its own citizens and for our economic relationship by ensuring
long-term demand-led growth and openness to the world through comprehensive deregulation
and market-opening.

Over the years, Japan has reduced tariff barriers to very low levels in most sectors.
However, it has created and maintained a panoply of formal and informal measures, such as
closed distribution systems; exclusionary business practices; over-regulation; discriminatory and
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nontransparent procurement procedures; inappropriately close relations between government and
industry; and a business environment that protects domestic companies and restricts the free flow
of competitive foreign goods into the Japanese market. These practices are inappropriate in
today’s world economy. Their impact on U.S. and other foreign firms have made them a key
focus of our market-opening efforts in Japan.

1. Enhanced Deregulation Initiative

We believe that meaningful deregulation in Japan goes hand in glove with fiscal stimulus
in contributing to Japan’s economic revival. Deregulation, if done properly, should reduce non-
tariff barriers to trade and increase market access opportunities for U.S. firms and workers, while
increasing economic efficiencies and permitting market forces to determine market outcomes.
We intend to work constructively with Japan to ensure that this political commitment is
translated into genuine market opening deregulatory actions.

At the G-8 Summit in Birmingham on May 18, 1998, we culminated a year of talks under
the U.S.-Japan Enhanced Initiative on Deregulation and Competition Policy with a broad
agreement on deregulation measures Japan agreed to take in key sectors. This agreement
includes deregulation actions by Japan in the telecommunications, housing, medical devices and
pharmaceuticals, and financial services sectors, as well as the overarching structural issues of
competition policy, distribution and transparency of government practices. °

Let me briefly highlight some of the accomplishments of that agreement.

Telecommunications. Japan agreed to set market-based interconnection rates, (i.e., the
price new entrants pay for access to the dominant carrier’s network, in Japan’s case to
NTT’s network), thus addressing the key competitive issue for local competition, where
several U.S. providers have major investments. Japan also agreed to liberalize its
international services market by permitting innovative arrangements [e.g. international
simple resale] for terminating international calls in Japan; and has begun liberalizing its
satellite services market.

Housing. Japan recognized U.S. grade marks for lumber; committed to lowering barriers
to the construction of three story wooden structures; and agreed to eliminate the use of
unique Japanese performance-based standards with respect to building materials.

Medical Devices and Pharmaceuticals. Japan committed to reduce its approval time for
new drugs from 18 to 12 months over the next two years; increase acceptance of foreign
clinical test data; and will ensure that foreign firms play a meaningful role in Japan’s
ongoing debate over health care reforms.

Distribution. Japan agreed to abolish the Large Scale Retail Store Law, long recognized
by the U.S. as a significant impediment to foreign access to Japan’s retail distribution

2
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sector.

Competition Policy. Japan pledged to promote competition by increasing the budget and
staffing of the Japan Fair Trade Commission, abolishing numerous exemptions to the
Antimonopoly Law, and-examining the Antimonopoly Law compliance programs of
Japan’s top 2000 firms.

Transparency. Japan agreed to begin opening bureaucratic regulatory decisions to public
scrutiny which will provide U.S. companies with greater access to information and ease
some of the heavy administrative burdens imposed by the Japanese system.

2. Next Steps on Deregulation

We are encouraged by the results of the first year under the Enhanced Initiative.
However, there is a long way to go. We look forward to working with Japan in the months ahead
to build on our accomplishments so far. Deregulation is a continual process, and we are
committed to an aggressive deregulation agenda aimed at additional, meaningful market-opening
measures from Japan. Our agenda for the coming year is comprised of three elements:

1) Implementation of deregulation measures under the Enhanced Initiative

In telecommunications, we will work closely with the Ministry of Posts and
Telecommunications and U.S. industry to ensure that Japan’s commitment to reform its
interconnection regime is fully enacted. We will also work-to improve access to rights-of-way to
build infrastructure; and to assure that rules ensuring that the burdens of funding universal
service are fairly distributed and are not a barrier to competition.

In housing, we are pressing Japan to eliminate its tariffs for value-added wood building
materials, which protect an inefficient processing industry and raise costs. We are working
closely with experts in U.S. industry to ensure that Japan fulfills its commitment to revise its
building standards in a way that is consistent with international practice and ensures improved
market access. We have put Japan on notice that we are extremely concerned about what appears
to be a backing away from its Birmingham agreement to revise 2x4 construction regulations in
line with international practice.

With respect to medical devices and pharmaceuticals, we are working with our Japanese
counterparts to ensure that U.S. devices and pharmaceutical manufacturers have the opportunity
to provide input into the serious health care reform process in Japan, which will start shortly. We
look for tangible indications that Japan is moving toward a more expedited approval process that
rewards and does not discourage innovation.

In retail distribution, having passed legislation to abolish the Large Scale Retail Store
Law, MITI is drafting guidelines to implement a new law governing the establishment of large

3
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retail stores. We will work closely with U.S. industry to ensure that these guidelines are
transparent, non-discriminatory and provide sufficient safeguards for U.S. firms should they
encounter arbitrary interference from local entities.

2) Pressing for additional deregulation measures in these sectors and structural areas.

We plan to submit a new list of deregulation requests to Japan early next Fall. We are
now putting this list together which will include additional measures we will be seeking Japan’s
agreement to enact. For example:

In telecommunications we will seek procompetitive rules which ensure consumers can
switch carriers with no inconvenience. This will make it easier for U.S. service providers to
enter and compete with NTT, the telecommunications monopoly in Japan. In housing, we plan
to expand our agenda to include non-wood related building materials. On competition policy we
will press for the Japan Fair Trade Commission (JETC) to take a more active role in deregulation
and to amend the Antimonopoly Law to allow private parties to sue for injunctions and damages.

3) Developing specific deregulation requests in new areas, such as energy.

We are developing an agenda for our new initiative on energy sector deregulation in
Japan, including electric power, oil, and gas equipment and services. Under this initiative, we
plan to address concerns raised by U.S. industry regarding such regulatory issues as burdensome
testing and inspection requirements; the use of narrow, technical standards rather than
performance-based standards; and other burdensome laws and regulations that impede foreign
access to this market. We also will use these discussions to advance our mutual efforts on energy
sector liberalization within the Asia Pacific Economic Cooperation forum. Finally, we hope to
use these discussions to support the Japanese Government’s efforts to deregulate this sector,
which would create new opportunities for U.S. and other foreign firms.

3. Monitoring and Enforcing Agreements

At the same time, we will continue vigorously to monitor and ensure compliance with our
existing trade agreements with Japan.

Since the Clinton Administration came into office, beginning with the Framework
Agreement in 1993 we have concluded 35 results-oriented trade agreements with Japan. These
cover a broad range of sectors, including autos and auto parts, insurance, medical technology,
financial services, telecommunications, wood products, civil aviation, sound recordings, distilled
spirits, and maritime and port practices. They address impediments to trade such as distribution,
procurement, competition, and other market access issues. To ensure that these agreements yield
-the anticipated results, the Administration is committed to vigorous and continuous monitoring
and enforcement efforts.
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As the number of agreements with Japan has grown, the Administration has devoted

additional attention and resources to monitoring and enforcement efforts. Last year, Congress
approved funding for additional staff in our Japan office, and for an expanded Office of
Monitoring and Enforcement at USTR. These offices work with one another as well as with
other USTR offices responsible for handling various issues with Japan. USTR also coordinates
and works closely with (1) the Commerce Department’s Trade Compliance Center; (2) the U.S.
Embassy, (3) other agencies responsible for Japan trade issues. These offices consult frequently
with U.S. industry to identify concerns and most effective ways to address them. The result has
been a qualitative improvement in our ability to monitor and enforce our Japan trade agreements.

Let me offer just a couple of specific examples of recent successes:

We successfully intervened on behalf of U.S. industry after discovering that the National
Police Agency was using discriminatory procedures to procure a wireless
communications system from domestic suppliers as a result of U.S. Government pressure,
the agency terminated the discriminatory procurement and initiated a new, open
procurement process. We are closely monitoring developments with respect to the new
procurement.

Earlier this year, we expressed our serious concerns to Japan’s Minister of Health and
Welfare to adopt a reference pricing system for reimbursement pharmaceuticals in the
administration of its health care system. Specifically, a reference pricing system would
group generic drugs together with new, more effective pharmaceuticals --
pharmaceuticals in which firms have invested very considerable capital in developing --
in calculating the price the government reimburses pharmaceutical companies under the
national health care system. This reference pricing system would have had a extremely
negative impact on U.S. pharmaceutical manufacturers, clearly world leaders in the
development of innovative life saving drugs. Japan agreed to shelve its plans for now and
provide meaningful opportunities for our companies to input into the reform process. We
will continue to watch this process closely in the coming months in close coordination
with U.S. industry.

After learning earlier this year that the Ministry of Posts and Telecommunications was
preparing guidelines for the implementation of new interconnection rules -- which could
potentially severely disadvantage U.S. suppliers -- we pushed hard for an opportunity to
comment on those guidelines and succeeded in having U.S. views incorporated into the
final product.

Let me now turn to our current monitoring efforts and highlight a few of the agreements

on which we focus intense attention. :

Flat Glass -- Market access has been a longstanding problem in the Japanese flat glass
sector. In 1995, we concluded an agreement in which Japanese glass manufacturers and
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distributors committed to diversify their sources of supply to include foreign glass
suppliers and to avoid discrimination based on capital affiliation. There has been some
progress under the Agreement. For example, Japan has agreed to revise its residential
energy standards in Japan to increase the use of insulated glass -- a product area in which
our companies are particularly competitive.

We are still very concerned, however, with the continuing problems U.S. companies face
in trying to gain meaningful access to the Japanese glass distribution system. Inan
attempt to address these problems, we submitted to Japan a detailed Antimonopoly Law
“Compliance Initiative” to ensure that Japanese glass manufacturers and distributors
vigorously comply with Japanese antitrust law. We are extremely disappointed that the
Japanese Government has rejected this initiative and intend to continue to press Japan on
this issue. In the meantime, we plan to continue to provide input into the comprehensive
antitrust survey of the glass sector, which the Japan Fair Trade Commission (JFTC) has
recently initiated.

U.S.-Japan Automotive Agreement -- We have achieved some progress under the 1995
U.S.-Japan Automotive Agreement in increasing access for vehicle manufacturers and
eliminating burdensome regulations in the auto parts sector. We also have improved
opportunities for auto parts manufacturers in the United States and Japan. Indeed, the
Japanese automakers have increased production in the United States, providing more than
one and a quarter million additional direct and indirect jobs to U.S. workers and
increasing parts purchases from U.S. suppliers for use in these facilities by 10 percent last
year, according to the University of Michigan.

Under the Automotive Agreement, we use the objective criteria specified in the
Agreement to evaluate progress and include this evaluation in our semi-annual auto
monitoring report. The report highlights key areas of outstanding concern, including
practices that continue to inhibit foreign access to the Japanese auto distribution
networks, regulatory barriers in the auto parts market, and to encourage Japan to take
concrete actions to address these concerns.

We have been working closely with the auto and autos parts industries over the past
several months to prepare the next auto monitoring report, which we plan to release
shortly, and to develop our auto strategy for the coming year. At the moment, the
concerns of our auto industry are focused as much on the macroeconomic environment in
Japan as they are on specific market access concerns. With Japanese auto sales down for
15 straight months and the sector contracting 18 percent during the first four months of
this year, their concerns are certainly warranted.

Absent a pick up in domestic economic activity in Japan, or reversal in the exchange rate
for yen, and more vigorous efforts by the Japanese Government to fully implement both

the letter and the spirit of the Agreement, the efforts of the U.S. auto industry to compete
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in the Japanese market through the development of high-quality, competitively-priced
products for the Japanese market continue to be frustrated. The economic difficulties of
the Japanese economy notwithstanding, we fully expect the Japanese Government to take
concrete actions to further open and significantly deregulate this sector. Such actions
would serve not only to achieve continued progress under the Agreement, as Japan
committed to do, but to help spur economic growth in the Japanese economy.

Insurance -- We continue to have serious problems with Japan’s implementation of its
commitments under the Insurance Agreement. On July 1, we formally expressed our
extreme disappointment in Japan’s failure to fully implement all of its insurance
deregulation obligations on the time line envisioned by both governments. The 1994 and
1996 agreements established a framework for Japan to deregulate its insurance market
first by opening to competition its primary insurance market, roughly 95 percent of
Japan’s $335 billion total insurance market.

Our concerns regarding Japan’s primary sector deregulation center on two issues: 1)
inadequate steps to prevent continuation of activities of non-life insurance cartels called
“rating organizations,” which have been used to impose industry-wide compulsory
premiums on insurers; and 2) continued delays and arbitrary practices by the Ministry of
Finances in approving applications from foreign insurance providers. Given Japan’s
failure to implement significant aspects of its deregulation commitments, we have put
Japan on notice that the United States opposes the starting on July 1 of the 2-1/2 year
“clock” for terminating measures relating to the activities of Japanese insurance firms in
the third sector. The United States will not agree to begin the clock until Japan comes
into full compliance with its commitments to properly and effectively deregulate the
primary insurance sector. We are seeking to work with Japan in this regard.

With respect to the third sector, the United States is deeply disturbed that the Ministry of
Finance approved a cancer rider to a Japanese company, which was clearly designed to

undermine key provisions in the insurance agreement.

Of course, this list of agreements is not exhaustive. Our efforts are also devoted to

monitoring bilateral agreements on computers, telecommunications, construction and many other
sectors.

4. Other Market Access Issues

An important element of our trade agenda on Japan this year is our market-opening

initiative on film. As you may be aware, in February, the U.S. Government announced a new
initiative to monitor Japanese Government representations to a World Trade Organization
(WTO) panel on the openness of its photographic film and paper market. We have thus
established a monitoring and enforcement committee to collect information and data on foreign
access to the Japanese distribution system and retail market. We intend to report on areas where

7
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progress has been achieved and to highlight outstanding areas of concern that the Japanese
Government needs to address. Our first report will be issued in the next several weeks, using
data and information provided by Kodak, other photographic film manufacturers, the Japan Fair
Trade Commission, and our own survey of Japan’s film sector.

We are also actively considering new areas for negotiation with Japan in an effort to
address outstanding market access concerns. In particular, distribution and standards issues are
areas that may merit futare bilateral negotiations.

We also will not hesitate to challenge Japanese trade practices at the WTO, as
appropriate, to further open the Japanese market. Although we were extremely disappointed with
the panel decision on the film case, we have successfully resolved disputes regarding copyright
protection for sound recordings and discriminatory taxation for distilled spirits under the WTO.
We are now challenging Japan’s practices on varietal testing for fruits in the WTO, as Japan’s
non-scientifically-based requirements on quarantine treatment has unfairly impeded market
access for U.S. apples, cherries, and nectarines.

THE INTERNATIONAL TRADE SYSTEM

We also expect Japan to take a leadership role in the further opening of the global trading
system through regional and multilateral trade negotiations. In particular, Japan’s full and
constructive participation will be critical to the work of APEC and to the WTO negotiations on
agriculture, services and other issues set to begin next year.

1. APEC

Last year in Vancouver, APEC agreed to finalize arrangements to liberalize trade in nine
sectors in 1998, accounting for $1.5 trillion in trade: energy; environmental goods and service;
medical equipment; forest products; fish; chemicals; gems and jewelry; toys; and
telecommunications. Officials were also directed to further develop proposals in another six
sectors: food, oilseeds, civil aircraft, automotive, rubber and fertilizer.

This carefully balanced package offers significant concrete benefits to both APEC’s
developed and developing economies, and can offer renewed psychological confidence during
the Asian financial crisis that market opening will be an integral part of economic reform. Work
on the nine sectors is scheduled to be completed by the next Leaders’ meeting in Kuala Lumpur
this fall.

We have been deeply concerned by the positions Japan has taken on the work to
implement this objective. Japan has pursued a course of action that could undermine the entire
APEC initiative, and cast doubt not only on Asia’s recovery but also APEC’s role in the trading
system. At the recent APEC Ministerial meeting in Kuching, Malaysia, Japan sought explicit
acceptance by the other APEC members that participants in the various sectoral initiatives did
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not need to pursue tariff cuts or other market opening actions, and argued that its fishery and
forest products industries are too sensitive to allow it to make any tariff cuts.

Japan was completely isolated on this score. All other members recognized the need for
participation in all elements of the proposals -- tariff and non-tariff barriers as well as trade
facilitation and economic and technological cooperation. China, Korea, and ASEAN economies
are participating, even as they are struggling with financial turmoil. And neither we nor other
APEC economies can allow Japan to evade the concessions others are prepared to make,
especially in these troubled economic times.

We, and other APEC economies, are prepared to work with Japan to provide reasonable
flexibility for especially sensitive products, even in the fish and forest products sectors. But
neither we nor other APEC economies could accept a formulation that would result in Japan’s
dereliction of its role in Asia’s recovery and its central responsibility for continued trade
liberalization in APEC. We hope that, in the aftermath of Kuching, Japan will revise its current
position and work with the rest of APEC to come up with a reasonable approach to flexibility,
which does not unbalance and undermine the initiative that Japan’s and other APEC Leaders
worked so hard to launch last year.

2. WTO

As the world’s two largest economies, the United States and Japan bear special
responsibilities in the World Trade Organization, to adhere to the spirit and letter of current
multilateral rules and obligations, and to be at the forefront.of further trade liberalization.

Clearly, we have managed to do this in the past. It may be recalled that at the end of the
Uruguay Round, the decisions on many of the sectoral initiatives or zero-for-zero agreements
were actually agreed upon at a meeting of the United States, Japan, the EU, and Canada hosted
by Japan. We expect similar vision and leadership from Japan as we move forward in preparing
for the Ministerial meeting in 1999, where agriculture and services are featured prominently in
the work program and further negotiations. We welcome Japan’s understanding of the need for
greater transparency and openness in the WTO’s operations. This is significant and signals a
welcome change in Japan’s approach. Similarly, Japan is among those countries that takes
seriously the work that must be done to ensure that each and every accession is completed on a
commercially viable basis.

CONCLUSION: JAPAN’S ECONOMIC STRENGTH

In conclusion, our trade agenda with Japan is broad and complex. We have learned over
the years that the most effective way to address our trade problems with Japan is to work through
them sector by sector, barrier by barrier. The process is painstaking and time-consuming. But it
is the only effective way to address our market access problems and create a fair, open and
competitive market. And the results of this policy, combined with short-term fiscal stimulus and
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reform of the financial sector, will be a more vital Japanese economy which is better equipped to
assist in Asia’s recovery, and a better partner in a more international, more open, 21st century
trading system.

Thank you, Mr. Chairman. I welcome your questions and those of the Committee.
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ACCJ VIEWPOINT

REFORM OF RATING ORGANIZATIONS
BACKGROUND

The 1996 Supplementary Measures (“Measures”) to the 1994 US-Japan Insurance
Framework Agreement include statements that the Ministry of Finance (“MOF”) “has
decided to take actions to undertake fundamental reform of the rating organization
system, with a view toward achieving maximum liberalization through elimination of
obligations for members of a rating organization to use rates calculated by the rating
organization” and further that the Government of Japan “intends to submit to the Diet as
early as possible in 1998 legislation which will achieve these objectives”.

Amendments to the Law Concerning Non-Life Insurance Rating Organization (“RO
Law”) as well as of the Insurance Business Law to reform the rating organization system
were submitted to the Diet on March 10, 1998, and are slated for approval by June 18,
1998, the end of the current Diet session. When adopted, the revised RO Law will go into
effect on July 1, 1998.

Under the proposed revisions to the RO Law, the obligation of members of the Non-Life
Rating Organization and the Automobile Insurance Rating Organizations (the “ROs”) to
adhere to standard, total premium rates calculated by the ROs will be substantially
reduced. With two exceptions, the ROs will calculate only pure premium rates' for
referential use by the ROs’ members for all the fire, personal accident and automobile
insurance lines covered by the two ROs. The two exceptions are compulsory automobile
liability insurance (“CALI”) and household earthquake insurance, which are government-
mandated programs.

The Anti-Monopoly Law exemption for the ROs’ activities will be abolished for all but
the standard, total premium rates applicable to CALI and household earthquake
insurance. Member companies will be expected to calculate their own premium rates for
all other lines based on the pure premium rates calculated by the ROs and their own
calculation of their expenses and profit margin. These changes, if fully implemented, are
a substantial step in the direction of deregulation.

Cabinet orders and ministerial ordinances to supplement the RO Law are now being
finalized by MOF. Revisions to the current articles of incorporation and internal
regulations also must be drafted to reflect the proposed reform. The ROs started
discussions with member companies in October 1997 on the new organizational structure
and the scope and mode of operation for the reformed RO. Those discussions are on-
going.

! pure premium rates are the actual cost of claims, and are only one element of the total premium rate.
Other elements include expenses (administrative and acquisition costs) and a profit margin.
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ISSUES

Ministerial Ordinances

JNLIA has recommended, and MOF has included in its Ministerial Ordinances, an
expansion of classes of business for which the RO will calculate pure premium rates. In
addition to fire, personal accident and automobile insurance, the draft Ordinances include
medical expense and nursing care insurance. Both of these lines of insurance cross into
life insurance. Furthermore, until such time as it is clear that the reforms envisioned in
the RO Law will in fact be reflected in the articles of incorporation and internal
regulations, the classes of insurance should remain unchanged.

Lack of transparency

Although the bill pending before the Diet will eliminate the obligation for members of an
RO to use the standard tariff rates calculated by the RO in most instances, the law itself
contains only a general outline and is short on details. Until such time as the cabinet
orders and ministerial ordinances under the RO Law are promulgated and the content of
the articles of incorporation and internal regulations of the RO are determined, it cannot
be known whether restrictions and practices established in those documents will nullify
or dilute to the point of irrelevance the reforms contained in the revised RO Law.

Expense data

The stated role of the RO is to calculate referential pure premium rates for various
property, personal accident and automobile lines of insurance, other than CALT and
household earthquake insurance. Nevertheless, the two ROs propose to collect expense
data from their members, perform statistical analyses of that data and provide the
resulting information to the members. Providing members with information on their
competitors’ costs of doing business will restrain, rather than promote, competition and
create uniformity. This is contrary to the stated goal of introducing competition and
dismantling premium uniformity.

Directors

Both ROs propose the same configuration of directors: six directors from the member
companies and 15 outside directors. The directors from non-members are said to
represent the public interest and will likely be selected from candidates proposed by the
ROs. The need for directors that represent the public interest no longer exists because the
duty to abide by the standard, total premium rates was eliminated, except for CALI and
household earthquake insurance. The Compulsory Automobile Liability Insurance
Council and the Insurance Council (which will be integrated into the Financial Business
Council) are in a better position to represent the public interest in this regard. The
presence of a considerable majority of directors not from insurance companies will have
the effect of making the ROs less responsive to the needs of the industry. The ROs
should be operated to advance the interests of the companies that they serve and not be a
means of controlling the industry in the manner determined by the ROs through directors
selected by the ROs.

{Insurance Subcommittee; For use from 6/98 to 6/99)
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Quasi-Government Organization

In discussions with member companies regarding the ROs proposed new organizational
structure and scope and mode of operation, it is clear that the ROs still consider
themselves quasi-government organizations with little accountability to their member
companies. Recommendations from foreign members to combine the ROs into one
organization and streamiine its operations have been ignored. As long as the ROs are not
market-driven service providers, they will continue to hamper industry efforts to innovate
and differentiate themselves in the market.

RECOMMENDATIONS

e The draft Ministerial Ordinances should be revised and medical expense insurance
and nursing care insurance deleted as lines of business for which the ROs will
calculate pure premium rates.

e Certification that the RO Law has been fundamentally reformed should be delayed
until such time as the current debate about the functions and the scope of the
activities of the ROs is concluded. Until then it cannot be confirmed that
fundamental reform has been carried through in the cabinet orders and ministerial
ordinances and the RO’s articles of incorporation and internal regulations.

e The collection of expense data intended by the ROs is included in their proposed new
articles of incorporation. As the articles of incorporation of the ROs are subject to the
prior approval of the Financial Supervisory Agency (“Agency”), the ACCJ
recommends that the Agency not allow collection of expense data as this is likely to
restrain competition.

e The number of directors is also included in the provisions of the ROs’ articles of
incorporation. The ACCJ recommends restructuring the configuration of the
directors by the Agency. The non-member directors should be eliminated or their
numbers substantially reduced.

e  The ACCJ recommends that the two ROs be combined into one and duplicate
administrative functions eliminated. Additionally, the RO should charge member
companies only for basic services {calculation of pure premium rates) with all other
services charged on a usage basis.

(Insurance Subcommittee; For use from 6/98 to 6/99)
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TESTIMONY OF
THE AMERICAN ELECTRONICS ASSOCIATION

SUBMITTED TO THE
U.S. HOUSE OF REPRESETATIVES
COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON TRADE

IN CONJUNCTION WITH THE SUBCOMMITYEE’S
JULY 15, 1998 HEARING ON
UNITED STATES-JAPAN TRADE RELATIONS

AEA POSITION ON JAPAN MARKET ACCESS IN TELECOMMUNICATIONS AND
COMPUTERS

The American Electronics Association expresses its appreciation to Chairman Crane, Ranking Member
Matsui and the entire Trade Subcommittee membership for the opportunity to present our concerns
regarding the immensely important topic of United States-Japan trade relations. The AEA’s 3,200
members represent all sectors of the high tech industry spectrum. As such, our nation’s trade—as well as
general economic and political—relations with Japan are immensely important to us.

The AEA would like to take this opportunity to call upon the U.S. government to continue to closely
monitor past agreements it has reached with the Japanese government to open up sectors of their high tech
markets. The AEA believes the data, to date, are conclusive that the Japanese government is not living up
to the expectations embodied in past commitments with regard to the telecommunications and pablic
sector computer markets,

Maintaining U.S. government vigilance in enforeing and expanding these agreements is essential not only
to the integrity of diplomatic trade initiatives and the continued competitiveness of our high tech industry,
but also to the economic health and stability of the entire region. In the wake of the Asian currency crisis,
Japan (which accounts for nearly three fourths of the region’s aggregate gross domestic product) is
undoubtedly the key to recovery, The continued failure of the Japanese government to live up to the spirit
and infention of its agreements hurts not only the Japanese economy, but also the recovery prospects of an
increasingly integrated and interdependent region.

The AEA wishes to voice industry concern with the disappointing lack of expected increase in market
share in the Japanese telecommunications and public sector computer markets, despite Japanese
commitments in the past to open these markets.

ACCESSING THE JAPANESE TELECOMMUNICATIONS MARKET:

The two major problems for telecommunications in Japan have been procurement by government
agencies, including Nippon Telegraph and Telephone (NTT) Corporation—which is majority owned by
the Government of Japan—and equal access to the Japanese telecommunications network infrastructure,
again controlled almost entirely by NTT. The framework agreements on procurement, signed in 1994,
established a set of expectations for the United States that Japan would ensure significant increases in
market access and sales as measured annually by foreign-capital affiliated sales and share.

Despite Japanese government commitments to further open up this sector of their economy to
competition—both domestic and foreign-—the non-government share has risen only slightly. This s
especially troubling in light of the fact that this sector of the Japanese economy has been outperforming
other sectors. According to the Japanese government’s most recently published statistics,
telecommunications services grew to a value of $107.5 billion, an increase of 21 percent from 1995 to
1996. At the same time, market share for the facility-based services of the so-called “new common
carriers” (NCCs), the non-government competitors’ share grew only slightly from 7.4 percent to 7.9
percent of domestic revenues,

Precipitous Drop in Foreign Market Share

The harshest news has been reserved for foreign market share in this sector. Despite the 1994 Framework
Agreement on Government Procurement of Telecommunications between the United States and Japan,
Japanese government procurement of products from non-Japanese sources has actually taken a precipitous
drop. Japanese statistics, recently confirmed by the U.S. Embassy in Tokyo, show that the foreign portion
of Japanese government procurement in telecommunications equipment and services dropped from 12.0
percent in 1995 1o 3.5 percent in 1996.
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Barriers to Entry

A number of factors can be said to account for these disturbing trends. A direct contributing factor to the
lack of market access has to do with standards and specifications. NTT does not use internationally
accepted standards throughout its network. The use of Japan-specific or even NTT-specific standards is a
major barrier to market access, as are other procurement guidelines. Some of the attendant problems
caused by this are highlighted by the results of a June 1998 survey of firms conducted by a Japanese
semi-governmental organization.

According to the survey:

e “Japan has two regulations relating to technical standards of telecommunications equipment: the
‘Telecommunications Business Law’ and the ‘Radio Law.” For mobile telephones and wireless
equipment, there are two inspection authorities for these two technical standards. Therefore,
manufacturers wishing to newly enter the Japanese market are subject to these two examining
authorities. On the other hand, there is only one regulation relating to technical standards in each of
the U.S. and European countries. Thus, manufacturers only have to undergo examinations of one
certification authority. Examination fees are higher in Japan than in the U.S. and European countries.
As for acquisition of test data necessary for inspection, it is more difficult to utilize private testing
organizations in Japan than in western countries™;

e “regulations relating to the classification of businesses, rates, network interconnections and
telecommunications infrastructure in Japan, are factors which make new entry into the Japanese
telecommunications service sector more difficult than in the U.S. and European countries or make
establishment of competitive prices more difficult.” It is pointed out that these, as a result, are factors
reducing the opportunities for access of competitively priced imports into the Japanese market;

s and, regarding government procurement, foreign manufacturers face unnecessary and burdensome
hurdles “since the content of the product specifications presented by the major carriers in Japan are
complicated and not sufficiently documented.”

NTT also exerts control over the market due to its monopoly position as the sole network provider. New
service providers attempting to enter this important market must use the NTT network to complete their
service offerings, unless they want to build an entirely new national network. This is obviously
prohibitively expensive. NTT consequently capitalizes on its position by charging exorbitant access
charges for traffic from new entrants, as well as prohibitively high fees for programming and installation
of equipment needed to physically interconnect to NTT's network. NTT does not base these rates and fees
on what the U.S. would call incremental costs, that is, costs incurred due to the increased traffic from the
new operators, but on a non-transparent process which seems to allow NTT to estimate its operating
results, and then pass on a share of this burden to the company wanting to interconnect to NTT's network.
Access charges amount to approximately 50 percent of the cost of a call. This is true for all types of calls,
except for those calls that stay within an NCC network (a very small portion of the traffic in the case of
Personal Handiphone System). Promises have been made to rectify these problems, but they have been
vague in nature, are not due to be implemented until some time after the year 2000, and contain no
guarantees or timetables for nationwide implementation.

In fairness, it must be acknowledged that a few foreign companies have announced plans to build their
own networks to serve localized markets, but beyond the granting of initial licenses by the Ministry of
Post and Telecommunications (MPT), they have found their progress hampered by a raft of regional and
local licensing requirements which make the regulatory aspects of their task a nightmare. This is a
situation that must be firmly and speedily addressed by the regulator in Japan.

New entrants are also hampered by a lack of clear and equal access to rights-of-way, conduits and poles
necessary to make building any sort of network a reality. Again in this area, vague promises only serve to
highlight the lack of willingness to open its network to competition on the part of NTT, and a failure of
resolve to address the problem on the part of the MPT.

Finally, a series of one-on-one interviews by AEA with companies doing business in Japan have revealed
a persistent pattern of a “buy Japanese” attitude and practice within the Japanese government.
Accordingly, extra efforts are required by American and other non-Japanese companies in order to gain
access to the same information at the same time as it is released to the companies that have enjoyed long
term relationships with NTT and other government officials. The existence of this favored group of
suppliers is attested to by the fact that they are referred to as the “NTT Family” in the Japanese trade
press.

Anecdotal complaints point the finger at many factors including the temporary transfer system between
government and industry, and the continuation of “keiretsu” groupings as contributing to the almost
impenetrable barrier to American and other foreign goods. Indeed, American companies have expressed
the sentiment that when information on procurement bids has been made public in an unbiased manner,
the result has been a fair lead-time for every group involved including American companies.
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We strongly urge the United States government to remain vigilant in enforcing the 1994 Framework
Agreement on Government Procurement of Telecommunications between the United States and Japan
and in seeking renewed commitments from Japan on market access during the up-coming review of the
agreement,

ACCESSING THE JAPANESE PUBLIC SECTOR MARKET FOR COMPUTERS:

Japanese government procurement practices have resulted in a similar story for foreign computer
manufacturers trying to crack the public sector market. Despite the current Japanese economic downturn,
the public procurement market has grown, particularly for computers and computer-related equipment.
Nonetheless, the data reveal that, for the third straight year, there has been a steady decline in the
percentage of Japanese government procurements of foreign computers and computer-related services.

The 1992 Bilateral Agreement on Computer Procurement was established with the infention of increasing
market share and penetration by Foreign Computer Manufacturers (FCM) in Japan. In this sense, it is safe
to say that the Japanese Government’s compliance with the Agreement borders on failing. Figures from
Fiscal Year 1995-96 show a year-on-year decline in the foreign share of computer hardware procurement.
Unfortunately, that trend is expected to have continued through Fiscal Year 1997,

Precipitous Drop in Foreign Market Share

A study recently completed for the Computer Systems Policy Project (CSPP) in Washington, D.C. has

revealed the following:

®  The FMC share of the public sector market for midrange and mainframe computers in Japan declined
from 10.2 percent of the market in 1995 to 9.3 percent in 1996.

* Similarly, the FMC share of the public sector market for personal computers declined from 15 percent
in 1992 to 11.6 percent in 1994. In 1996, FMC market share in this sector was only 7.7 percent.
Putting this in sharper contrast, the CSPP study points out that the Japanese government actually
increased its share of the over-all PC market in Japan at roughly the same time. In 1990, the public
sector accounted for only 3.7 percent of PC sales in Japan. By 1996, this share had reached 7.7
percent,

e Finally, the CSPP study has revealed that the foreign market share for all types of computers is
significantly higher in the Japanese private sector than it is in the public sector, indicating that U.S.
and other foreign products are clearly competitive in Japan, In 1996, the FMC share of sales of
midrange and mainframe computers to the Japanese private sector was 35 percent, as opposed to 9
percent in the public sector. For PCs, the FMC share of private sector sales was 29.3 percent,
whereas it was 7.7 percent in the public sector,

The Need to Revise the “Action Program”

AEA believes there is no alternative but to revise the Government of Japan’s “Action Program”
regarding this Bilateral Agreement in order to correct the situation. The AEA has formally requested that
the U.S. government press the government of Japan during the upcoming Computer Agreement

review (scheduled for August 24th and 25th, 1998) to revise its “Action Program.” USG should also
receive a commitment from the GOJ that the situation will be rectified as soon as possible.

Areas Where the GOJ Action Plan Should be Revised

In order to rectify the current situation regarding public procurement vis-3-vis the Bilateral
Agreements on Computers, the AEA suggests the following two approaches. Further, in order to
guarantee a favorable position for foreign computers in the Japanese market, AEA suggests that
provisions in both A and B be enacted at the same time:

A) LOWERING THRESHOLD ON AMOUNTS FOR PUBLIC NOTIFICATION BIDDING
Point of Revision: The AEA requests to have the Standard Drawing Rights (SDR) limit (In
computer products/services) lowered from 800,000 SDR to 385,000 SDR.

Reasons for Revision:

e The SDR level has been set at 800,000 since the agreement came into effect in 1992; but
severe “price erosion” has occurred rendering this current amount inappropriate.

* Due to price erosion, projects that would have been openly bid a certain amount when the
1992 Agreement initially went into effect, would now fall outside the scope of 800,000 SDRs
and, therefore, would not be subjected to public notification.

e There has been a decline in published notices for bids for projects. They have tended to be
for large-scale bidding. Therefore a decline is observed in lower and mid-priced amount
contracts. This reduces the tendering opportunities for foreign manufacturers.

s The decline in these projects increase non-transparency concerns, and translates into fewer
market opportunities for American computer manufacturers active in the public sector.

B) ADJUSTMENTS TO THE “OVERALL GREATEST VALUE EVALUATION METHOD”
Point of Revision: The AEA finds that there are no great differences between the current greatest
overail valuing tendering system and the former system of lowest price value. The tendering
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method, which weighs performance factors, is largely ignored. AEA recommends the tendering
system be one where the factors of cost, technological merit and service/support are combined
and weighted in a balanced fashion (the way most procurement regimes operate), resulting in a
truly cost performance-based tendering system.

Reason for Revision:

e It can be said that the “Overall Greatest Value Evaluation Method” is the preferable tendering method
for high technology products such as computers. However, the current “Overall Greatest Value
Evaluation Method” bears little resemblance to the evaluation method widely utilized in the Japanese
private market.

e An Overall Best Value system does not exist, per se, as a classification (type} of tendering system in
private procurements in Japan. What does exist is a system based more on a combination of
technology/technical merit, service and price. More emphasis is placed on the balance of all of these
factors. It is arranged so that Cost Performance is paramount, not just simple price only. The
"system" has variations but generally speaking as a whole, private tendering approaches are
preferable for our firms when compared to the current "Overall Greatest Value" approach seen in
public procurement.

¢ Under the current public procurement system, there seems to be a lack of rules regarding weighting
and rating, so that in effect the method seems to evolve into one where lowest price is the paramount
factor.

e There are also fundamental problems in the application of the "Overall Best and Greatest Value"
Tendering system. Unreasonable amounts of documents (documentation) often are requested in these
government tenders. Based on these over-regulated aspects, foreign manufacturers’ enthusiasm to
attempt projects is dampened. Furthermore there are considerable differences between the "Overall
Best and Greatest Value” System for public procurement and the "Greatest Value System" (Ayoka
hoshiki), used in private procurement in Japan.

® As long as a public procurement system not based on a strong weighting of performance issues is in
place, there is really no outlet for competitive foreign computer manufacturers.

CONCLUSION:

With much of Asia in economic turmoil and with the Japanese economy in a self-recognized recession,
the American Electronics Association calls upon the U.S. government to maintain its vigilance in assuring
the complete implementation of market-opening agreements it has reached with the government of Japan.
It is as important that the Japanese government meet the expectations embodied in the agreements as it is
that they meet the letter of the agreements themselves. The AEA holds that this is of the utmost
importance at this time, not only for the continued prosperity of the U.S. telecommunications and
computer industries, but also for the future economic vitality of the Japanese economy and the economy
of the entire region. Japan is widely recognized as the lynchpin to Asia’s economic recovery. Japan is,
by far, the largest and most dynamic engine for growth in the region. Maintaining efforts at prying their
markets open will assure that this engine is ignited and fully functional.
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Testimony of Peter S. Walters
Group Vice President
Guardian Industries Corp.
before the
House Ways and Means Trade Subcommittee
July 15, 1998

Market Access in Japan: The Case of Flat Glass

Introduction

Mr. Chairman and other distinguished committee members. Thank you for the opportunity to
appear before you today to discuss Japan trade issues.

My name is Peter Walters. I am Group Vice President at Guardian Industries Corp. of Auburn
Hills, Michigan. Guardian is a major worldwide manufacturer of flat glass products used in the
construction, automotive, furniture and appliance industries. We are also a leading manufacturer
of injection molded plastic exterior trim systems for the automotive industry.

I'would like to tell you of our experiences in attempting to establish a significant presence in
Japan’s flat glass market.

Background

Guardian Industries has worked extremely hard for the past decade to achieve access to the
Japanese market for our products. Another American competitor, PPG Industries Inc., of
Pittsburgh, has been active in Japan for over 30 years. Together, despite our efforts, we account
for little more than 1 percent of the Japanese flat glass market. Japanese assertions to the effect
that imports account for about 14 percent of the market do not reflect the full story. In fact, 70
percent of that share is accounted for by imports of foreign affiliates owned by Japanese
producers. Another 28 percent consists of automotive and specialty glass products sold directly
to Japanese producers and do not go through the Japanese distribution system. The lack of any
real success in Japan by Guardian and PPG is astonishing in light of our substantial market shares
in every other market in which they compete around the world. For example, in most major
markets, Guardian typically enjoys a market share of 10 to 20 percent.

Guardian’s initial market-entry strategy in Japan was one that had been successful for our
company throughout North America, Latin America, Europe, and the rest of Asia. We set out to
win customers by providing high-quality glass products at very competitive prices. We have
been able to offer attractive prices in part by shortening and simplifying the distribution chain.

From the outset, we met a stone wall in Japan. With minor exceptions, neither glass distributors
nor glass fabricators would handle our products, even though we were able to provide prices at
least 30 to 50 percent below domestic prices. It soon became clear that the problem centered on
Japan’s distribution system. Each of the three Japanese flat glass companies -- Asahi Glass
Company, Nippon Sheet Glass Company, and Central Glass Company -- maintained an exclusive
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network of distributors. Moreover, the three operate as a cartel, maintaining steady market shares
of 50, 30 and 20 percent respectively since the early 1950's. In order to avoid what the Japanese
call “confusion”, no salesman for one Japanese flat glass manufacturer calls on another
manufacturer’s customer. Foreign suppliers clearly are not part of the club. Any distributors
tempted to purchase imported glass are pressured in a variety of ways, including threats that their
domestic sources of supply would be cut off. )

In an effort to combat these tactics, Guardian created a sales subsidiary in Japan and opened a
network of warehouses to minimize delivery time. PPG went a slightly different route: It entered
into a joint venture with a Japanese trading company to handle marketing and sales in Japan.
Despite these time-consuming and expensive efforts, Guardian has not yet made significant
headway and PPG’s results apparently have been well below normal expectations.

In June of 1993, the Japan Fair Trade Commission released a study of the flat glass market that
confirmed the extent of anticompetitive behavior that we had found to exist. When it came to
action, however, the JFTC pulled its punch. It decided not to impose penalties because the glass
companies had already agreed to take reform measures. These industry measures proved to be
weak and accomplished little.

Efforts to Open the Market

In recent years, the U.S. Government has worked hard to break down the obstacles to market
access in Japan. The Bush Administration was the first to take up the issue. In the 1992 Bush-
Miyazawa Action Plan, the Japanese government acknowledged the problem in the flat glass
sector and undertook to “substantially increase market access for competitive foreign firms.”
Unfortunately, the election period intervened and there was little consistent attention to the
Action Plan. Thus, the Japanese were emboldened to ignore key elements of the agreement.

In January 1995, after long and complex negotiations, then-U.S. Trade Representative Mickey
Kantor concluded a bilateral flat glass agreement with then-MITI Minister Ryutaro Hashimoto.
The five-year agreement spelled out the responsibilities for all parties to create an open flat glass
market.

. Japanese flat glass manufacturers and distributors released public statements that the
market was open on a non-discriminatory basis for competition by all suppliers, foreign
and domestic alike.

. The Government of Japan endorsed these statements and agreed to survey the industry
annually to ensure that the goal is being met. The data required to be collected in the

annual survey is spelled out in great detail in the agreement.

. The Japanese Government also agreed to strengthen building standards to require greater
use of energy-efficient glass products and safety glass.

. U.S. suppliers agreed to continue to work hard, with the support of the U.S. government,
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to take advantage of new market opportunities.

The governments agreed to meet at least annually to review progress under the agreement. We
believed at the time that this agreement, if properly implemented, would be helpful.

The Current Situation

We are now more than halfway through the five-year life of the flat glass agreement, and I must
report that results have been disappointing. As reported in the 1998 National Trade Estimate
Report on Foreign Trade Barriers, released by USTR last month, “The Japanese glass distribution
system remains closed to foreign glass producers...(page 237).” Things looked promising for
about six months after the agreement took effect. Sales initially increased about 50 percent for
Guardian. Then there was a very pronounced turnabout. Sales rapidly eroded to pre-agreement
levels, where they remain today. It is as if a cap had been imposed. Among those distributors
that handle foreign glass, very few allow foreign glass to exceed 5 percent of total purchases.

And there are no signs that this pattern is likely to change. In fact, according to the survey by the
Ministry of International Trade and Industry released earlier this year, foreign suppliers still
account for only 2.8% of the market. Even worse, fully 80% of Japanese distributors say that
they are not going to buy more foreign glass.

We are at a frustrating point in the implementation of the agreement. The Japanese -- both
government and industry -- insist that the market is open because they have declared it open.
Meanwhile, our salesmen report continuing anticompetitive behavior in the marketplace. At the
third annual meeting in May, in an effort to ensure that Japanese flat glass companies fully
implement their commitments to open the market, the U.S. Trade Representative and the U.S.
Department of Justice proposed that anti-monopoly compliance plans be adopted. These plans,
patterned after those maintained by larger corporations here in the U.S., would ensure that all
corporate officials are fully briefed on appropriate behavior in the marketplace. The proposal put
forward by USTR and Justice was only a procedural one, aimed at ensuring full implementation
of the bilateral flat glass agreement.

The Japanese government flatly rejected this proposal, apparently arguing that Japanese
companies must be found guilty of anticompetitive behavior before they can be required to adopt
compliance plans. As an alternative, the Japanese side announced that the JETC would be taking
another look at the flat glass market, but had no specifics on when this study will begin or what
its scope will be. From our point of view, the JETC study is another delay tactic. We only have
18 more months to run on the agreement. The JFTC study will easily chew up a year, and while
we wait the Japanese will argue that nothing can be done.

It is difficult for us at Guardian to understand Japan’s intransigence. They say they want to de-
regulate and open their markets. But when push comes to shove, they circle the wagons and do
as little as possible. When it comes to fulfilling an agreement, they spend time designing and
making arguments why the narrow letter has been met and entirely ignore the goals of the
agreement.
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Comprehensive de-regulation is in Japan’s interest. The Japanese people are embracing de-
regulation and change, despite resistance from politicians and bureaucrats. Industrial policies
orchestrated by “enlightened” bureaucrats arguably assisted Japan’s post-war recovery. But
today excessive regulation, closed markets, prohibitively high taxes, and ineffective antitrust laws
represent a crippling drag on Japan’s international competitiveness. Moreover, this period of a
relatively weak yen is precisely the time Japan should be opening its markets since pressure from
imports would not adversely affect domestic industry.

Japanese consumers, not Guardian or PPG, would be the main beneficiaries of an open and
competitive flat glass market that expands access to new energy-saving glass technologies,
provides incentives for innovation, and provides more choice at competitive prices. But, as long
as the Japanese distribution system is locked up by vertical restraints, the Japanese glass cartel
has no incentive to innovate and no reason to listen to consumer demands.

The U.S. Trade Representative’s office, our Embassy in Tokyo, and the Departments of
Commerce, Justice, and State have worked hard to keep the pressure on Japan to fully implement
the agreement. The Administration has had the clear and strong support of the Congress. In July
of last year, Mr. Chairman, 53 Members of the House of Representatives sent a letter to the
President asking for a redoubling of efforts to achieve compliance with the flat glass agreement.
A similar letter was sent by 26 Senators.

Despite the Administration’s efforts and the clear backing of the Congress, we are extremely
disappointed with the lack of progress. In my view, it would be a mistake for Japan to be
infransigent at a time when trade frictions with the United States are beginning to increase. It
should be in Japan’s interest to resolve as many outstanding trade issues as possible -- and flat
glass is certainly resolvable. Japan should not want to become perceived as a country that does
not live up to its agreements or responsibilities.

Mr. Chairman, market access must be a central issue -- along with reform of the financial system
and macro-economic policy -- that should be immediately addressed when Japan’s new
government is formed. It is especially important that existing market access agreements -- such
as flat glass -- be faithfully implemented.

Thank you for the opportunity to testify before you today.
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